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THAT#BALANCE-SHEET APPROACH 


Epwarp G. NELSON 


dent begins the study of accountancy 

with a sample balance sheet. After he 
has mastered a few questionable definitions, 
he is introduced to the dynamics of business 
operations through the statement of profit 
and loss. Once the form and content of the 
two schedules are outlined, he may explore 
the records of bookkeepers at great length. 
In the end, he may have a comprehensive 
knowledge of ordinary procedures, but he is 
not, in any fundamental sense, prepared to 
appraise the work of an accountant. 

Such a beginning is conglomerate. It starts 
with complex subjects and, by a series of 
rigid rules, proceeds to more simple material. 
It is usually characterized by numerous il- 
lustrations and little, if any, interpretation. 
There is insufficient training in the ability 
to recognize the nature of conditions not 
sharply defined by a text or to understand 
the implications of a statement already pre- 
pared. Astonishingly, there is a confusion 
rather than a keen differentiation of the 
qualitative and quantitative analysis so 
necessary to accurate measurement and 
adequate display. 

There are, broadly, two classes of students 
in the first course of instruction; the embryo 
professional accountant and the business 
man. The first group wants to know what 
there is to do, how it may be done, and equal- 
ly well, the significance of the results. The 
second presumably wishes to understand 
what the accountant does, to be able to read 
his statements intelligently, and to judge the 
quality of his work. Both groups desire the 
ability to decide when the accountant has, 
or has not, accurately forecast the probable 
trend of future enterprise events and, within 


A” too frequently a university stu- 


the limitations of his methods, reliably pre- 
pared a statement of profit and loss. 

If anything, university instruction should 
indicate the conditions under which a given 
procedure is “‘good accounting practice.” 
The inverted order is of equal importance. 
Given the results of practice, what are the 
assumed conditions of operation? Profes- 
sional students may give some attention to 
standard practice in the course of their sec- 
ondary training. The nonprofessional sel- 
dom views more than the “given procedure.” 

Neither group is, on the whole, adequately 
prepared to analyze the conditions enterprise 
operation in a manner that is conducive to 
understanding. Students are taught to ac- 
count rather than to explain their own ac- 
counting. And, unfortunately, an ability in 
the one does not indicate, among represen- 
tative sophomores, a capacity in the other. 
Usually the fault lies in neither the student 
nor the teacher—it is the result of an illogical 
approach to the subject. 

Although it was not applied to account- 
ancy, there is much to be gained from Pro- 
fessor Fisher’s remark concerning the place 
of the “income concept” in economic science. 


I believe that the concept of income is, without 
_exception, the most vital central concept in eco- 
nomic science and that on fully grasping its 
nature and interrelations with other concepts 
largely depends the full fruition both of economic 
theory and of its application to taxation and 
statistics.* 


Professor Canning was more emphatic 
when he wrote: 
If he (Fisher) had written instead that income 


1 Irving Fisher, “Comment on President Plehn’s 


Address,” American Economic Review, xiv, 64. 


| 
4 
- 
> 
7 
by 


314 


is, without exception, the simplest and most funda- 
mental concept of economic science, that only by 
means of this concept can other economic concepts 
ever be fully developed and understood, and that 
upon beginning with this concept depends the full 
fruition of economic theory in statistics, it would 
have been an equally true and more significant 
statement.’ 


The accounting for a balance sheet may be 
explained, but the statement cannot be 
understood without first conceiving some 
elementary notion similar to Fisher’s “in- 
come” in its general sense. The standard 
American texts are literal works in account- 
ing. After a preliminary discussion of “‘busi- 
ness concepts,’ they usually plunge into a 
chapter on the balance sheet. Immediately 
assets are defined as “properties owned by 
the business,” “‘material goods, claims, and 
property rights used in the business,” or 
“anything of monetary value owned by the 
firm whether it be material or immaterial.” 
And, to the reader’s amazement, there is no 
fundamental analysis of wealth or property 
or any of the ideas underlying the concepts 
themselves. 

Accountants do not act as though they 
believed assets to be property or the subject 
of property. The former, in its strict legal 
sense, is “the indefinite right of the user and 
the disposition which one may lawfully 
exercise over particular objects or things.’’ 
The latter, in Fisher’s terminology, is 
wealth.* Wealth and property are correlative 
terms, but they do not have the same mean- 
ing. The property holder has “rights to the 
chance of the future services of wealth.’ 
Wealth, coupled with possession, is “the 
visible manifestations of invisible rights, the 
evidence of things not seen.’’6 

The value of capital or a set of property 
rights is determined alone by its future.’ It is, 

? John B. Channing, The Economics of Accountancy, 
175 3 22 Ruling Case Law, 37. 


‘Irving Fisher, The Nature of Capital and Income, 
chapter I. 

5 Ibid., chapter II. The services of an instrument of 
wealth are the desirable changes effected (or the un- 
desirable changes prevented) by means of that instru- 
ment. Ibid., 19. 

6 22 Ruling Case Law, 37. 

7 Fisher uses the term “capital” to mean “a stock 
(or fund) of wealth existing at an instant of time.” 
Ibid., 330. 
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as of any given time, the present worth of 
the expected future services. The desired 
events flow from capital, but the value of 
capital is not derived from material objects 
or abstract rights. On the contrary, the value 
of wealth and, consequently, property js 
derived from the value of the future services 
that the instrument is expected to yield.’ 

The material of the balance sheet is the 
future enterprise services that, as of the 
given date, may reasonably be expected. To 
define its elements in any other sense is to 
ignore the subject of the valuation. Wealth 
and property are evidence of an expectation, 
but they are not assets. The accountant does 
not value “‘material objects owned by human 
beings’? or “the rights to future services.” 
He is primarily concerned with the magni- 
tude of the future events in which the instru- 
ments may participate with benefit to the 
given proprietor. 

Assets are future enterprise services, but 

fa future enterprise services are not assets." 

The accountant, in order to express a sig- 
nificant sum, uses only the dollar unit of 
measurement. Some enterprise services may 
be measurable in other units, but if not in 
money, they are excluded from the account- 
ant’s statements. A personally expressed 
equivalence between a service and a sum 
of money is not a satisfactory condition of 
valuation. The service must be in money or 
commutable into money." 


8 Cf., Fisher, op. cit., 188-189, 202; also his Theory 
of Interest, 14. 

* Fisher’s definition of wealth. See The Nature of 
Capital and Income, 337. 

10 C, E. Sprague, The Philosophy of Accounts, 2nd 
ed., 41, declares that assets are “a storage of services 
to be received.” Professor Canning, op. cit., 22, states 
that, in general, “the professional accountant’s implied 
definition may be said to be: ‘An asset is any future 
service in money or convertible into money (except those 
services arising from contracts the two sides of which are 
proportionately unperformed) the beneficial interest m 
which is legally or equitably secured to some person or set 
of persons. Such a service is an asset only to that person or 
set of persons to whom it runs’.” Since publication, he 
has withdrawn the condition of legal or equitable se- 
curity. The holder of a sovereign government’s bond 
can sue only upon the consent of the government. The 
beneficiary of an illegal contract does not have legal or 
equitable security. Yet, when there is a reasonable 
assurance that the service will be rendered, no ac- 
countant would fail to treat the item as an asset of the 
beneficiary. 

" Cf., Canning, op. cit., 20-22. 
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A service implies a beneficiary; hence the 
amount of the future enterprise events is 
also a measure of the benefits running to re- 
cipients. The balance sheet exhibits only one 
sum."? From one point of view, it is the a- 
mount of future services that the proprietor 
may reasonably expect; from another, it 
is a measure of the entire beneficial interest 
in the future services. The fundamental 
equation is an identity. The value of the 
assets is the value of the proprietorship. 

The balance sheet usually exhibits the 
future enterprise services in three different 
ways: the assets, the interest of the pro- 
prietor as a beneficiary, and the services 
that the proprietor presumably will render 
to second parties in the course of operations. 
Quantitatively there are two sums; the a- 
mount of the proprietary interest in the fu- 
ture services and the value of the liabilities. 

Observe that the two terms are not codr- 
dinate nor do they have an independent 
existence. Liabilities are the future services, 
valuable in money, that the proprietor prob- 
ably will render to second parties.'* They are 
adverse to the proprietary interest. Net 
worth, on the other hand, is a measure of 
the proprietor’s beneficial interest in the 
future services. 

The two classes form the whole enterprise 
proprietorship and, since they are categori- 
cally identical, the measure of one is the 
difference between the value of the proprie- 
torship and the amount of the other. Net 
worth is, however, treated as a residual. It 
is the difference between the amount of the 
proprietorship (which is the sum of the 
assets) and the measure of the liabilities. 

Considering the qualitative nature of 
assets, the entire balance sheet approach 
becomes questionable. Since they are future 
services and since the statement is essentially 
the present worth of a future series, some 
training in the methods of valuation should 
precede any quantitative analysis of the 
accountant’s work. No competent instructor 
would begin his lecture on geometrical pro- 
gression with a discussion of the sum of a 


2 Thid., 48-50. 
8 Thid., 50. 
4 Cf., Canning, op. cit., 55-56. 
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series. Neither would he explain present 
worths before he examined the nature of 


compound interest. On the other hand, in- 


nocent students are introduced to complex 


present valuations without so much as an 


elementary description of the simple series 
that are valued. The result is a professional 
rule of law. Fixed assets are valued at cost 
less accrued depreciation—merchandise is 
exhibited at cost or market whichever is the 
lesser. 


It is not contended that asset valuations —- 


are present worths, but unless the student 
understands the nature of such measure- 
ments, he has no standard with which to 
compare a particular method. Many valua- 
tion accounts cannot be reasonably ex- 
plained. The balance sheet is wholly a fore- 
cast—never an objective determination of 
provable facts. The value of the assets is no 
more than a good or bad _ index of the a- 
mount of future enterprise services and with- 
out the present worth concept, there is no 
criterion of the good or bad. / 

The nature, and therefore the significance! 
of indirect valuations is often lost among the 
thumb-of-rule methods that are adopted. 
Take, for example, the case of so-called 
fixed tangible assets. A proprietor cannot 
acquire housing or transportation from 
moment to moment; he must acquire agents 
to provide the elementary operating services. 
The accountant’s valuation of the asset is, 
essentially, an estimate of opportunity dif- 
ferences. The value of a given set of future 
services cannot, at any given time, exceed 
the cost of the available alternative means of 
providing the necessary events. Each indi- 
rect valuation represents the difference to the 
proprietor between having a given stock of 
services without a future outlay for it and 
being without the services at the time of the 
valuation. It is assumed, of course, that the 
enterprise will continue operations and that 
the direct resale value of the agent is less 
than the opportunity difference. 

The failure to analyze indirect and capital 
valuations may result in a misunderstanding 
of the nature of revaluations. All elementary 
texts include a statement of straight-line 


16 Cf., Canning, op. cit., 237-247. 
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depreciation: many add the sinking fund and 
annuity methods. Some indicate that ac- 
countants use other procedures, but few 
fully explain their dissatisfaction with the 
measurements. For the beginning student, 
the emphasis is placed on procedure. Yet 
depreciation and obsolescence have an eco- 
nomic rather than a mechanical nature.’ 
The variables used in a significant revalua- 
tion can be appreciated only when the 
probable conditions of future enterprise 
operations are thoroughly studied. 

The early use of the fundamental equation 
has led to much confusion about the nature 
of revenue and expense. Many authors con- 
fuse the measure with the subject of the 
measurement;!? others, leaving the student 
to wonder, are content with no definitions 
at all. This unfortunate state of affairs can- 
not be corrected by adopting a uniform ter- 
minology. It is the result of an almost univer- 
sal failure consciously to separate quantita- 
tive and qualitative analysis. Writers are 
too easily satisfied with the general rules of 
procedure. The postulate—revenue is earned 
when a sale is made—does not explain the 
nature of revenue. It is a method of account- 
ing. 

To give significance to their statements, 
accountants should, at least, describe the 
implications of their methods. What does 
the figure exhibited as “‘net sales’’ measure? 
Unless there is some answer to the question, 
it is rather useless to debate the classification 
of “bad debts.”’ Little that is important can 
be said about purchase discounts without 
describing the attributes of operating and 
financial expense. Even the meaning of 
“net profit’ is sometimes concealed by a 
strenuous effort to impress the student with 
“the way it is done.” 

Paton and Canning have done much to 
make the statement of profit and loss in- 
telligible.* The working papers and reports 


16 See, for example, L. L. Thwing, “Obsolescence,” 
The Journal of Accountancy, x11, 321. 

17 Revenue is sometimes defined as an increase and 
expense as a decrease in net worth. The qualities of net 
worth are those of an arithmetic difference. It is a 
measure only. A revenue or an expense may result in an 
increase or decrease in the quantity, but neither can 
itself be a change in the magnitude of a measure. 

18 W. A. Paton, Accounting Theory, especially chap- 
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of professional accountants contain a con- 
siderable body of information that could 
well be added to the secluded field of aca- 
demic instruction. But, in addition to a quali- 
tative analysis of revenue and expense, there 
is a pressing need for an analytical survey of 
the social and individual significance of ac- 
counting statistics. 

The introductory texts usually include a 
chapter on “the analysis of accountants’ 
statements,” but they seldom go beyond the 
simple relations of comparative schedules. 
Business units are no longer looked upon as 
independent organisms. In these days of 
widespread interest in the national economy, 
the student demands more than a study of 
“operating ratios.”” He wants to know the 
social importance of a general increase in 
corporation profits. What, if any, is the rela- 
tion between corporate and real income? 
Does a large earned surplus indicate “‘secur- 
ity’? Does it show a positive dividend-pay- 
ing power? What is the effect of a rise in 
particular price levels on asset valuations? 

An indiscriminate use of accounting ter- 
minology has contributed, in part, to the 
confusion surrounding “income”’ statistics. 
A serious effort has been made to correct the 
situation,!* but there can be no real progress 
until the instructors of professional students 
abandon their emphasis on bookkeeping. 
And when they do so, it will probably be 
recognized that what is called “enterprise 
income” is not, in any fundamental sense, 
an “income” at all. 

Accountants are essentially engaged in 
economic forecasting. Their schedules are 
statements of opinion about the future of 
the enterprise: they are not assertions about 
things that are known to exist. An increase 
in earned surplus indicates that an increment 
in the power to pay dividends, at some fu- 
ture time, is supposed to have occurred 
because certain enterprise activities reached 
a particular stage (usually sales) during the 
year. That the increment is positive cannot 
be proved, as a matter of fact, until the en- 


ter XIX; and Canning, op. cit., chapters VI, VII, and 
VII. 

19 See the reports and publications of the Committee 
on Uniform Terminology, The American Institute of 
Accountants. 
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That Balance-Sheet Approach 


terprise has ceased to exist.?° The amount of 
the increase is based upon implicit assump- 
tions about the volume of future enterprise 
operations and the advantages of future 
markets for enterprise goods and services. 

A surplus in excess of capital contributions 
is limited, as a fact, to the amount that 
money receipts exceed money payments, 
other than transfers between the proprietor 
and residual beneficiaries, during the life of 
the enterprise. Since, at any given time dur- 
ing the existence of the enterprise, an earned 
surplus is a forecast, it is, to all persons bene- 
ficially interested, purely a “fiction.” And, 
so long as the enterprise continues to operate, 
its existence is entirely within the realm of 
conjecture. 

The recent revaluation of surplus ac- 
counts with thereadjustment of stockholders’ 
and sometimes creditors’ interests is evi- 
dence of the fallibility of accountants’ pre- 
dictions. Yet, even the distribution of enter- 
prise funds is not, from the beneficiary’s 
point of view, “‘income”’ in any real sense. A 
dollar received or the receiving of a dollar 
merely enables the recipient to command, at 
some future time, an increment of service 
or to ward off an increment of disservice. His 
“income” exists only when he uses that 
power. 

Professor Canning recently declared that 
“the first step (in the revision of Fisher’s 
writings) should be to restrict the idea of 
income to the sense of final objective income, 
to reserve some word or symbol to denote 
it, and to employ that word in no other 
sense.” The implications of accountants’ 


20 Cf., Canning, op. cit., 126-127; also J. B. Canning 
and E. G. Nelson, “Budget Balancing and Economic 
Stabilization,” American Economic Review, xxtv, 34. 

2 John B. Canning, “The Income Concept and 
Certain of Its Implications,” The Proceedings of the 
Pacific Coast Economic Association, December, 1932, 62. 
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procedures will become clear to professional 
and nonprofessional students only when such 
a revision is made in the elementary texts. 
So long as the balance-sheet approach is 
generally used, the emphasis will be on book- 
keeping. A correct journal and ledger will be 
more important than a good index of enter- 
prise worth and a reliable statement of prof- 
it and loss. Objectives will be subordinated 
to records. 

There is, of course, a considerable differ- 
ence of opinion about the stage of university 
instruction where the student should be in- 
troduced to the economic nature of the ac- 
countant’s material. Should the procedures 
of bookkeepers come first? In the opinion 
of the writer, a larger number of students 
will understand the significance of accounts 
if the elements of an economic analysis are 
presented at the outset of their study rather 
than as a secondary course. Erroneous and 
superficial impressions once gained are dif- 
ficult to correct. 

Accordingly a course of instruction should 
commence with a thorough examination of 
the nature of economic services and related 
concepts. The emphasis should be placed 
on real income. After a clear distinction of 
qualitative and quantitative analysis, some 
attention may be given to elementary valua- 
tion. A study of the nature of enterprise 
operations should be succeeded by a survey 
of revenue and expense. And, after a review 
of the statement of profit and loss, the ele- 
ments of the balance sheet may be intro- 
duced with a feeling that much may be said 
about their complex nature without leaving 
the students in a maze of wonder concerning 
the intricate procedures of modern finance. 
Few difficulties will be encountered and but 
little time will be needed to teach bookkeep- 
ing. The students will understand the sub- 
ject for which they are accounting! 
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DEPRECIATION AND THE FINANCING OF 
REPLACEMENTS 


Perry Mason 


HE BELIEF that it is the principal if 

a the sole purpose of depreciation 

4 accounting to provide for the financ- 
ing of the replacement of plant and equip- 
ment with units of the same type or capacity 
when the individual items have to be retired 
from service is widely accepted and fre- 
quently expressed. This opinion is now sel- 
dom found in technical accounting publica- 
tions but it is still frequently present in 
general business, engineering, and legal 
literature. 

Depreciation as a Provision for Replace- 
ments. The early publications on bookkeep- 
ing and accounting are largely manuals of 
technical procedure with little to indicate 
the underlying philosophy or principles. In 
1764 John Smeaton, an English engineer, 
worked out an elaborate schedule for the 
operation of a canal which provided for an 
annual income which would cover the “com- 
mon annual expenses” and would provide a 
fund accumulated at compound interest by 
equal annual installments which would 
“preserve the work to perpetuity” by financ- 
ing the replacement of parts of the canal as 
they wore out, although he indicated in a 
comment at the end of the schedule that the 
increased trade which could be expected 
would take care of these irregular repairs 
without the creation of such a fund out of 
income. Some of the earlier comments on 
the operating costs of railways speak of the 
provision for depreciation as a means of 
meeting the cost of renewals or replacements. 

The treatment of depreciation in discus- 
sions of economic principles is often in terms 
of the replacement of capital assets. 


... it is the practise of efficient management to 
lay aside annually sums which are allowed to 
accumulate as a depreciation fund for the replace- 
ment of their capital goods when they are no 
longer fit for further use. Neglect to do this 
eventually results in impaired capital. ... Con- 


sequently, it is sound business practise to regard 
the maintenance of capital and provision for its 


renewal as one of the normal expenses of con- 
ducting the business... .! 

The manufacturer knows that his machinery 
wears out, and that if his capital is to remain un- 
impaired, he must set aside something annually 
to replace it.... If he is to secure a permanent 
profit, he must reckon these amounts as part of 
his expenses.” 


There are many instances in accounting, 
engineering, and business publications in 
which depreciation is identified as a provi- 
sion for financing replacements. 


...to provide the necessary funds to replace 
that asset when it ceases to be productive. .. . 

.. it is self-evident that its cost should have 
been all charged off against operating, or what 
is equivalent thereto, a reserve sufficient for its 
renewal or replacement set up, by the time its 
usefulness has expired.‘ 

If provision be made for depreciation a business 
can be carried on permanently, for when the 
original assets are useless, the company is able 
to replace them.® 

The company should accumulate funds during 
the life of the rails for the express purpose of pro- 
viding for their replacement at the end of their 
useful life. The only way to be reasonably assured 
of having such funds when required . . . is to dis- 
tribute the charge for their replacement over the 
estimated useful life.® 

[Depreciation is recorded] in order to create a 
reserve fund from which to draw the cost of the 
unit’s replacement at the proper time.’ 

An alternative theory is that businesses may 
be regarded as permanent and that the problem 
of depreciation is to provide the sums necessary 


1 Bye, R. T., Principles of Economics (1926). 
P Taussig, F. W., Principles of Economics (3rd Rev. 
E 


Vickerman, W. P., “Depreciation,” Accountant, 
Feb. 25, 1905. 

4 Staub, W. A., “Deferred Charges to Operating,” 
Journal of Accountaney, October, 1909. 

5 Allen, F. A., “The Necessity for and Method of 
Providing Depreciation,’ Accountant, May 14, 1910. 

6 Jackson, W. B., “The Depreciation Problem,” 
Annals of the American Academy of Political and Social 
Science, January, 1911. 

7 Saliers, E. A., “Depreciation Reserves vs. De- 
preciation Funds,” Journal of Accountancy, November, 
1913. 
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to renew units as such renewal becomes neces- 
sary... the sum to be provided on the renewal 
theory is based on probable cost of units.® 

They should be called replacement charges or 
replacement funds, for that should be their pur- 

9 
ie inevitable result of failing to make proper 
provision for depreciation is that, when it be- 
comes necessary to renew assets that are no 
longer in working order, it will be found that 
enough money has not been saved up to pay for 
the renewal.!° 

A depreciation reserve can serve but one or the 
other of two purposes. The first is the insurance 
of necessary replacement of property; the second 
is the liquidation of the capital invested... . 
Regulatory bodies ... should deal with a de- 
preciation reserve only as a means of replace- 
ment. 

The reserve for depreciation account thus 
measures the accumulated amount which is re- 
served for the replacement of the building and 
fixtures.!? 


There are, of course, opinions to the con- 
trary. For instance: 


It is a common custom to describe the annual 
provision for depreciation of industrial plant as a 
provision for future renewals, as though it has 
reference to the future; but this is surely a mis- 
conception. The annual provision for deprecia- 
tion has nothing to do with the future but relates 
solely to the past. It is a replacement of capital 
in respect of past capital outlay expired in the 
process of carrying on the business. . . ." 

The allowance for depreciation is not inher- 
ently a provision for the replacement of an asset. 
It shows that the asset is worth less than it was 
at the beginning of the year. Whether the asset 
is to be replaced or not depends upon the policy 


of the proprietor." 


Depreciation as an Equalizer of Renewal 
Costs or an Accrued Liability. It is common to 
find the justification of the periodic charge 


®May, Geo. O., “The Problem of Depreciation,” 
Journal of Accountancy, January, 1915. 
_ ‘Allison, J. E., “A Criticism of Theoretical Depre- 
ciation,” Utilities Magazine, January, 1916. 

” Editorial in Accountant, Feb. 23, 1918. 

" “Electric Lines File Depreciation Brief,” Electric 
Railway Journal, March 1, 1924. 

® Elwell, F. H. and Toner, J. V., Bookkeeping and 
Accounting (1926). 

® Leake, P. D., Depreciation and Wasting Assets 
(1912). Also see “Depreciation” in the Accountant, 
Dec. 27, 1913, by the same writer. 

“ Hatfield, H. R., Accounting (1927). 


for depreciation based upon the desirability 
of spreading a cost which is to be paid in the 
future, to view it as an accumulation simi- 
lar to the accrual of interest or other obli- 
gations, the obligation in this case being the 
renewal or replacement of the asset. 


Depreciation anticipates the cost of renewals 
so that the whole of such cost . . . would not be 
charged against one year when the benefit has 
been received during many years.'® 
. .. the whole object of making provision in ad- 
vance for depreciation is to spread the cost of all 
renewals, partial and complete, equitably over a 
long series of years... .1® 

If a railway company had a track that in, say, 
ten years wanted £50,000 to renew it, unless they 
had an amount put by every year, they would 
not be able to do so.” 

Depreciation is nothing more nor less than an 

accounting method of equalizing the cost of re- 
placing and retiring property over a long period 
of time in order to avoid distorting the operation 
and maintenance accounts in any relatively short 
period.!* 
. .. to spread the cost of final renewals as uni- 
formly as possible over the periods benefited, so 
that we shall not deceive ourselves as to losses and 
consequently as to profits.!® 

The whole process of providing for deprecia- 

tion merely consists of withholding from dis- 
tribution certain moneys which might otherwise 
have been divided, for the sake of meeting ex- 
penditures which will hereafter require to be 
made to keep fixed assets going.” 
. .. set up a reserve which merely measures the 
utility’s liability for depreciation which has ac- 
crued at the present time but which will be 
realized at some time in the future.” 

The depreciation reserve thus created is a 
recognition of the liability of the undertaking to 
meet the loss due to depreciation when such a 
loss occurs.” 

15 Dicksee, L. R., Depreciation: with Special Refer- 
ence to the Accounts of Local Authorities, April 13, 1207. 

16 Unsigned article, “Concerning Depreciation,” 
Accountant, Dec. 10, 1910. 

17 Price, W. O., ‘““The Depreciation of Fixed Assets,” 
Accountant, April 8, 1911. 

18 Britton, J. A., “Methods of Calculating Deprecia- 
tion.” Correspondence in the Electric Railway Journal, 
Nov. 7, 1914. 

1° Humphreys, A. C., “Discussion of the Deprecia- 
tion of Public Utility Properties as Affecting Their 
Valuation and Fair Return,” by J. W. Alvord, Pro- 
ceedings, American Society of Civil Engineers, Jan., 1914. 

20 Editorial in Accountant, Feb. 23, 1918. 

2 Jirgal, John, “Accounting for Depreciation.” Ab- 
stract in Electric Railway Journal, Oct. 25, 1919. 
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Depreciation is the accrued liability for the de- 
ferred or periodic renewals of plant.” 


Reproduction Cost as a Basis for Deprecia- 
tion in Order to Provide for Replacements. It 
is sometimes maintained that an appro- 
priate basis for the calculation of periodic 
depreciation is present or reproduction cost, 
under the assumption that it is the purpose 
of depreciation accounting to provide for 
the financing of replacements and thereby 
to maintain the physical plant out of gross 
earnings. 


The purpose of management certainly must be 
to maintain the physical plant, and to keep up 
production without drawing upon capital funds. 
If this be true, then, when the price level has 
risen, the charge to operation for renewals should 
not be the original cost of property retired, but 
the cost of new property which, in function and 
capacity, is required to replace the old.* 

The owner of property is as much entitled to 
the maintenance of the integrity of that property 
as is the owner of the bond entitled to the main- 
tenance of the integrity of his monetary claim. 
... The integrity is secured in two ways—by 
physical maintenance and by the provision from 
current earnings of a fund which will permit its 
replacement when its service life is ended.* 


No Logical Connection Between Deprecia- 
tion and Replacements. If it were the sole 
purpose of depreciation accounting to pro- 
vide for the replacement of assets, logically 
there would be no depreciation to record if 
the asset were not to be replaced. The prob- 
lem of depreciation arises because of the 
necessity of taking into account the fact that 
the investment in an asset has been reduced 
to scrap value at the time of its retirement 
from service in order to arrive at the net 
profit for the period or periods involved. It is 
the accounting for a past expenditure, not a 
provision for a future one. The relationship 
between depreciation and replacements is 


= Erickson, Halford, “Depreciation.”” Address de- 
livered before the convention of the Cent. W. W. 
Association, Sept. 25, 1912. 

*s Humphreys, A. C., “In Rate Fixing by Com- 
mission Should ‘Depreciation’ Be Deducted from Plant 
Valuation.” Abstract in Electric Railway Journal, 
Oct. 31, 1914. 

* Bauer, John, “Renewal Costs and Business Profits 
in Relation to Rising Profits,” Journal of Accountancy, 
Dec., 1919. 

25 “Colloquy on Depreciation Accounting.” Editorial 
in Railway Age, Aug. 2, 1930. 


purely coincidental—most assets are jp. 
placed at the time of retirement. 

Often Impossible for Results of Depreciation 
Accounting to Finance Replacements. The 
effect of depreciation accounting upon the 
funds which might be available for the 
financing of replacements has been discussed 
in detail elsewhere.”* It was shown that only 
if there is no net loss can it be assumed that 
assets have been retained equal to the 
amount of depreciation charged off as an 
expense during a given period, and that un. 
less conscious steps are taken to build upa 
fund of liquid assets, there is no reason to 
expect that the retained assets will be readily 
available for the purchase of new assets. It is 
true, however, that if funds have been re. 
tained in the business, the ability to finance 
replacements has increased; for even though 
liabilities have been decreased or fixed assets 
have been increased, instead of having 
created a fund of liquid assets, the company 
should be in a better position to borrow 
money for the actual financing of the re 
placements. 

The assumption that a proper deprecia- 
tion charge will somehow provide the funds 
necessary for financing replacement runs 
into difficulties during periods of rapidly 
rising prices. The following illustration wil 
demonstrate the problems which arise at 
such a time. Let us assume that a machine 
is purchased at a cost of $5,500, that it wil 
last for 10 years, that it will have a scrap 
value of $500, that the straight-line method 
of calculating depreciation is used, and that 
the following are the costs of purchasing the 
same machine at the end of each of the years 
of its life. 


Ist year $5,600 
2nd year 5,800 
3rd year 6,000 
4th year 5,800 
5th year 6,200 
6th year 6,200 
7th year 6,800 
8th year 7,000 
9th year 6,500 
10th year 7,500 


At the end of the first year depreciation 0 
original cost would be $500 (10% of $5,000); 
if based upon the present cost, it would be 

26 See the author’s “The Financial Aspects of De 


preciation Accounting,” in the AccountinG REVIEW, 
September, 1935. 
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$510 (10% of $5,100). At the end of the sec- 
ond year depreciation based upon present 
cost would be $530, but since not more than 
$510 was charged off the first year there is a 
$20 deficiency which must be made up dur- 
ing the remaining nine years or charged 
against surplus from operations. The de- 
preciation must be raised to $532.22 if a 
total of $5,300 is to be charged to operations. 
At the end of the third year a similar situa- 
tion exists and a normal depreciation, based 
upon present cost, of $550 must be raised to 
$557.22. At the end of the fourth year the 
amount deducted at the end of the third 
year now appears to have been excessive, 
and spreading this apparent excess over the 
remaining seven years would give a depreci- 
ation charge for the fourth year of $528.65. 
The following table shows the results of such 
a plan for the ten-year period together with 
a comparison of the annual depreciation 
based upon original cost and upon present 
cost without adjustment for previous de- 
ficiencies or excesses. 


End of Depr iat Dep Depreciation 
Y, Based on Orig- Based on Pres- Based on Pres- 
al inal Cost ent or Repro- ent or Reproduc- 
duction Cost tion Cost, Ad- 
justed for Past 
Deficiencies or 
Excesses 
Ist $ 500.00 $ 510.00 $ 510.00 
gnd 500.00 530.00 532.22 
8rd 500.00 550.00 557.22 
4th 500.00 530.00 528.65 
5th 500.00 570.00 595.32 
6th 500.00 570.00 595.32 
7th 500.00 630.00 745 .32 
8th 500.00 650.00 811.99 
9th 500.00 600.00 561.99 
10th 500.00 700.00 1,561.97 
Totals $5,000.00 $5,840.00 $7 ,000.00 


It is apparent that merely basing the de- 
preciation calculation upon the reproduction 
cost (column #2) will not insure the retention 
of assets equal to the cost of replacement. An 
adjustment of this figure so as to provide the 
full replacement cost (column #3) not only 
gives results which would be too erratic and 
unreasonable to be acceptable as periodic 
cost or expense charges, but it would have 
the expected result on the funds available 
for financing replacements only under the 
assumption that the usual net income would 
cover such charges. It might not be unreason- 
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able to expect that the sales figure would 
cover the $5,840 shown above as deprecia- 
tion based upon reproduction cost, for in 
general selling prices reflect current costs, 
but there is no reason to believe that in a 
competitive situation prices could be raised 
high enough to cover the adjusted figures so 
as to accumulate the full $7,000. If there is 
no net income after charging depreciation 
on the basis shown in column ?2, or if it is 
assumed that the net income and surplus 
are not to be reduced, it is absolutely im- 
possible to finance replacements by means of 
charging depreciation on the basis of repro- 
duction cost during a period of rising prices. 

Depreciation as an Appropriation of Net 
Income. It is frequently suggested that de- 
preciation should be a charge against net 
earnings rather than a deduction which must 
be made before the net income for a period 
is determined, and from this the logical de- 
duction is made that if there are no net earn- 
ings, there can be no charge for depreciation. 
This conception of depreciation depends for 
its validity upon the assumption that the 
purpose of recording depreciation is to ac- 
cumulate a fund, actual or potential, for the 
financing of retirements. 


That I had not set aside anything before was 
... because... there were no profits available 
out of which sums could be laid aside.?” 

. provision has been made to cover... de- 
preciation out of the earnings of the operation.” 

If depreciation has to be recorded, it should be 
made as a deduction from the income account, 
rather than charged to operations... .? 

Depreciation should be charged to Income 
rather than to Operating Expense because (1) de- 
preciation is not an “expense” because it may 
not involve the payment of money, and deprecia- 
tion goes on independent of operation, especially 
obsolescence.*° 

If the operating expenses include any book- 
keeping debits which do not represent actual 
transactions, the net revenue is understated.* 


27 “Depreciation in Municipal Trading Accounts.” 
Correspondence in Accountant, June 8, 1901. 

28 Gundry, W. H., “Depreciation of Assets,” Account- 
ant, Aug. 26, 1905. 

29 Delano, F. A., “The Application of a Depreciation 
Charge in Accounting,” Journal of Political Economy, 
November, 1908. 


30 Royse, Daniel, “Depreciation in Electric Railway 


Accounting,” Street Railway Journal, April 25, 1908. 
3t Nay, Frank, “Income Account of Railroads.” 
Correspondence in Railway Age, April 17, 1908. 
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... the amount set aside out of the profits of a 
corporation ... the transfer might just as well 
be from “Surplus Account” to an account called 
“Surplus Account No. 2,” it being understood 
that the No. 2 account constitutes a safeguard 
against an over-valuation of the plant until it is 
entirely wound up.* 

The car-riders of each month or year should 
pay a toll or rate of fare sufficient to enable the 
company to pay its operating expenses, its taxes, 
a fair rate on its investment, and, in addition, to 
set up out of the earnings . . . a reserve sufficient 
to take care of the depreciation. . . .* 

If these reserves are to be created by charges 
to operating expenses, and net income is not 
large enough to stand the full amount required, 
there should be charged all that the net will bear, 
even if it is only a small amount per month for 
each account.* 


The published income statements of public 
utilities often show depreciation as a deduc- 
tion from net income and occasionally the 
same practice is followed in other types of 
enterprises. 

If it were the purpose of depreciation ac- 
counting to provide for the financing of 
replacements, the entry could properly be 
made as a deduction from net income, for 
if there is no net income the entry has no 
effect upon the available funds and appar- 
ently becomes meaningless. 

Replacements Charged to Depreciation Re- 
serve. The suggestion frequently is made that 
the proper way to handle replacements is to 
charge the cost of replacing an asset (with 
another of the same kind or capacity) to the 
reserve for depreciation. This is entirely 
consistent with the concept of the deprecia- 
tion reserve as an accrued liability. 


. . when replacements or renewals . . . are made, 
the cost should be charged against depreciation 
reserve.® 

When property has to be renewed the cost 
new of the same, less scrap value, is charged to 
the depreciation reserve and credited to the cash 
account. 


® Stockwell, H. G., “Depreciation, Renewal and 
Replacement Accounts,” Journal of Accountancy, 
January, 1910. 

8% Davies, H. J., “Fair Interest on Investment in 
Public Utilities,” Journal of Accountancy, January, 
1910. 

Silliman, F., Jr., “Accounting for Depreciation.” 
Abstract in Electric Railway Journal, Dec. 1, 1917. 

38 Duffy, C. N., “Depreciation.”’ Digest of paper in 
Street Railway Journal, Feb. 1, 1908. 


The final renewals are made as required and 
the cost debited to the renewal reserve account.” 


There is no reason to believe that the 
amount accumulated in the reserve for 
depreciation will often correspond to the 
cost of replacement or that the required 
amount of funds for purchasing new equip- 
ment will be retained. During rising prices 
too small an amount will be accumulated 
unless appropriations of net income supple- 
ment the regular expense charge, and during 
falling prices more than the amount required 
for replacement will appear in the reserve 
account. 

Such a practice, if followed consistently, 
would leave the asset accounts which record 
the amount of the plant and equipment al- 
ways at their original cost unless these ac- 
counts were systematically written up or 
down with corresponding adjustments of 
capital surplus. 

Useless Depreciation Reserves. The belief 
that depreciation reserves are often excessive 
when accumulated by the use of the usual 
accounting procedure, has been applied 
primarily to the problems of public utility 
accounting and valuation; but it can be 
pointed out here that the idea of a useless 
reserve, as it is usually presented, assumes 
that the purpose of depreciation accounting 
is to provide for replacements and that the 
recording of depreciation will inevitably 
accumulate funds available for that purpose. 

The concept of a useless reserve is usually 
stated somewhat as follows: in the case of 
property consisting of a single unit, the en- 
tire cost ought to be accumulated in a de- 
preciation reserve, but when the plant con- 
sists of a large number of items so that the 
replacements are approximately the same 
each year, a reserve equal to a small percent- 
age of the total cost of the plant will be 
entirely adequate to equalize the replace- 
ment charges and provide the necessary re- 
placement funds. The use of the total accrued 
depreciation creates a reserve with a per- 
manent balance which may amount to forty 
or fifty per cent of the total cost and only a 


3 Erickson, Halford, “Depreciation.” Address de- 
livered before the convention of Cent. W. W. Associa- 
tion, Sept. 25, 1912. 

37 Thomas, J. J., “Depreciation and Valuation,” 
Journal of Accountancy, January, 1916. 
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small part of the funds represented by this 
reserve will be used for making replacements 
—the balance is useless. 


This company stated that it was willing to 
maintain the efficiency of its equipment, but that 
it had a most decided objection to accumulating 
funds of idle money to represent a depreciation 
that does not affect the usefulness of the cars or 
locomotives.** 

A study of any theoretical depreciation curve 
will show that if the theoretical depreciation 
charges have been made from the installation of 
each item, the accumulation in the depreciation 
fund will always equal the amount of deprecia- 
tion, i.e., the sum of the depreciated value, and 
the accumulated fund will always equal the 
original investment, and, when on account of the 
straightening out of the curve along the normal 
age line there cease to be any wide fluctuations 
for large renewal at any one time, then a great 
part of the fund will be a needless accumulation 
as it can never be used for replacement or re- 
newal.*9 
... the existence of a depreciation reserve does 
not insure the existence of a body of “‘idle cash” 
or of easily convertible assets held against possible 
replacement needs. But it does make it certain 
that all needed replacements up to the amount of 
the reserve may be made without either cutting 
into surplus or increasing the deficit for the year. 
In practice the reserve for the depreciation of 
large and varied properties becomes much larger 
than can be “‘used”’ in this way for replacements, 
and to this extent is ‘“‘unnecessary”’ for replace- 
ments.*° 

It is not necessary to start a depreciation re- 
serve during the earlier years of operation, as an 
accumulation started after say ten years, when 
the business has become comparatively stable, 
will be found sufficient for normal requirements.“ 

On account of the equalization of renewals, the 
use of the straight line method, life tables, etc., 
results in the accumulation of an enormous fund 
for which the utility would at no time during its 
future life find a legitimate use.” 


38 “Hearing on Depreciation of Equipment Ac- 
— by I. C. C. Electric Railway Journal, July 4, 


® Allison J. E., “Depreciation,” Annals of the 
— Academy of Political and Social Science, May, 

© Young, A. A., Reply to criticism of “Depreciation 
and Rate Control,” Quarterly Journal of Economics, 
February, 1915. 

“ Nash, L. R., “Depreciation Reserves as Affected 
by Property Growth,” American Economic Review, 
March, 1916. 

® Maltbie; W. H. Correspondence in Electric Railway 
Journal, Dec. 9, 1922. 
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. . . of questionable wisdom to attempt to collect 
. .. a theoretical amount for an unnecessary and 
unjustified excess depreciation.“ 


If the problem of accounting for deprecia- 
tion were merely to finance replacements, 
the retention of funds equal to the total ac- 
cumulated depreciation would often be 
unnecessary or “useless,”’ for it is true that 
in a complex, seasoned property the entire 
plant or even a large portion of it is not re- 
tired in any one period and the replacements 
do tend to even up over the years so that a 
fund much smaller than the total accrued 
depreciation would adequately finance the 
purchase of new units to replace the old ones. 
But such a fund could best be accumulated 
on an irregular basis such as building up the 
fund in prosperous years, making no addi- 
tions in some periods, and so on, which would 
make it impossible to treat depreciation as 
an item in cost or periodic expense account- 
ing. 

The appearance of uselessness of the de- 
preciation reserve is less apparent if the total 
accumulation is broken down so that there 
is a separate accumulation for each type of 
property. This is the usual practice in mod- 
ern industrial accounting and often the de- 
preciation is assigned to individual units in 
the subsidiary plant accounting records. 
When there is a reserve for depreciation for 
a particular unit it is obvious that all of it 
will be needed to cover the total amount of 
the retirement and none of it will be useless 
unless an error in the estimates has led to an 
excessive charge. As an accumulation of 
amounts charged to expense in order to 
write off the investment in an asset over its 
life, none of the reserves for depreciation can 
be useless or unnecessary. If the earlier years 
are charged with their share of the burden, 
the creation of a permanent reserve is usu- 
ally inevitable. 

While it may be true that in some situa- 
tions more funds may be retained than 
will be needed for the financing of replace- 
ments, it can seldom be true that such funds 
cannot be used to good advantage. The ex- 
pansion of plant, the reduction of liabilities, 


4 Burke, J. W., “Determining Utility Depreciation 
on a Logical Basis,” Electric Railway Journal, October, 
1930. 
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or the strengthening of the current position 
might well be brought about by the use of 
the funds thus made available. As one writer 
has said: “Granted that the reserve for 
accrued depreciation will never be ‘used up’ 
as replacements are made, what of it?’ 
The entire property of an enterprise can 
ordinarily be used in some productive activ- 
ity and none of it is “useless.” 

“ Conclusions. The financing of replace- 
ments is an important problem in the finan- 
cial administration of a business enterprise 
but it is quite distinct from the problem of 
accounting for depreciation. The conception 
of the two as being identical leads to an ir- 
regular provision which has no relationship 
to the use made of the assets, and it would 
make it impossible, or at least illogical, to 
provide for depreciation during periods in 
which there is no net income or when the 
asset was not to be replaced. 

The financial results of depreciation ac- 
counting, the fact that if the gross income is 
large enough to cover all expenses, including 
depreciation, net assets will be retained in 
the business equal to the amount of deprecia- 
tion charged off, may be correlated to a cer- 
tain extent with the financial provision for 
replacements. Just as the maker of the 
financial budget may plan to spend a certain 
amount for extension of the plant or retire- 
ment of obligations, obtaining the funds by 
retaining net income in the business by means 
of a policy of limiting dividends, so he could 
plan to spend an amount of money equal to 
the depreciation charged off during the pe- 
riod for any desirable purpose such as the 
purchase of new equipment to replace that 
which is to be retired. The amounts required 
for replacements in any one period, however, 
would not often correspond to the amounts 
charged off for depreciation, for even in the 
case of railroads where the highest degree of 
uniformity in replacements might be ex- 
pected to exist, there is a decided tendency 
to allow replacements to fluctuate with the 


* Davis, J. S., “Criticism of Depreciation and Rate 
Control,” by A. A. Young, Quarterly Journal of Eco- 
nomics, February, 1915. 


The Accounting Review 


prosperity of the company; and the amount 
required for a revolving fund to insure the 
adequate provision of funds for replacements 
would almost invariably be much smaller 
than the total accumulated depreciation. 

It is not difficult to understand why so 
much confusion should have arisen between 
the problems of depreciation and replace- 
ment of units of property with like units; the 
treatment of depreciation as a provision for 
an accruing liability and the charging of the 
cost of replacement to the depreciation re- 
serve might very well give results which 
were identical with those obtained by the 
more orthodox accounting procedures. The 
necessity of providing for replacement looms 
up in a highly realistic manner in the practi- 
cal conduct of a business enterprise while 
the provision for depreciation has somewhat 
of an abstract, academic appearance. Even 
the terminology which has come to be used, 
especially the term “reserve for deprecia- 
tion,” requires a technical interpretation. 


"There is no easier way to convince the owner 


of a business that he should include deprecia- 
tion as an expense than to point out that if 
he does not he will not have the funds to 
purchase a new machine when the old one 
wears out. If an enterprise does provide for 
replacements out of earnings it can stay in 
business indefinitely and whether it considers 
depreciation an operating expense, a cost of 
production, an appropriation of earned in- 
come, an accrued liability, or an amortiza- 
tion of investment may have little to do with 
its chances for survival. No business ever 
got into serious trouble by setting aside 
funds to be used for the replacement of its 
assets but there are many which have ex- 
perienced financial difficulty as a result of an 
unprofitable expansion which exhausted 
their available funds and left them unable 
adequately to handle replacements. 

The philosophical concept of depreciation 
as a provision for replacements, however, is 
indefensible. It is illogical, it leads to an in- 
equitable distribution of costs, and to mis- 
leading statements of income and financial 
condition. 
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ACCOUNTING PRACTICE UNDER THE 
SECURITIES AND EXCHANGE 


COMMISSION 


C. AuBREY SMITH 


to compel full and fair disclosure of 

material facts relating to securities 
publicly offered and sold in interstate com- 
merce, has been in operation now some 26 
months, during which time approximately 
1,700 issues of new securities have been regis- 
tered with the Federal Trade Commission 
and its successor, the Securities and Ex- 
change Commission. 

The Securities Exchange Act of 1934, 
which transferred the administration of the 
Securities Act from the Federal Trade Com- 
mission to the SEC, in addition to continuing 
the activities of the Federal Trade Commis- 
sion relative to the Securities Act, is also 
concerned with the registration of security 
exchanges, the registration of securities on 
national security exchanges, and the making 
of studies and the promulgation of rules 
relative to certain practices looking toward 
the public interest and the protection of 
investors. 

The public accountant has a direct pro- 
fessional interest in at least one division of 
this Commission—the registration division. 
Since the registration requirements covering 
new issues under the Securities Act and se- 
curities listed on national exchanges under 
the Securities Exchange Act demand finan- 
cial statements certified by independent 
public accountants, it is imperative not only 
that the public accounting profession be kept 
fully informed as to the statutory require- 
ments as set out under the Commission’s 
rules and regulations, but also that it keep 
abreast of the policy of the Commission with 
respect to accounting practices. 

You may be interested in some statistics 
secured from registration statements filed 
under the securities Act of 1933. As of 
September 1, 1935, 1614 registration state- 
ments had been filed. Of this number 1,188 
became effective, 58 were under stop orders, 
1 was under refusal order, 41 were under 


Ts Securities Act of 1933, designed 


consent refusal order, 240 had been with- 
drawn, and 86 were under examination. 
Of the 1,614 total, 1,205 bore financial state- 
ments certified by independent accountants. 
As to the accountants certifying, 937 were 
signed by certified public accountants or 
members of the American Institute of Ac- 
countants, 51 were signed by Canadian char- 
tered accountants, and 217 were signed by 
public accountants not certified and not 
members of the Institute. A further analysis 
of these accountants’ certificates indicated 
that 392 were from national firms (defining 
a national firm as one having offices in more 
than one state), while 813 carried the certifi- 
cates of local accountants or firms of local 
accountants. Geographically, these certifi- 
cates originated in 43 states of the Union, 
one territory (Alaska) and Canada. Texas 
ranked 14th in the list. 

As of arecent date some 2,300 permanent 
registration statements under the Securities 
Exchange Act, of the Form 10 to Form 21 
varieties, had been received in the offices of 
the Commission. Since, however, the finan- 
cial statements accompanying these forms 
have not been completely examined by the 
Commission’s staff and since the accounting 
requirements under this Act are not so strict 
as under the Securities Act, this discussion 
will be limited to accounting practices arising 
from the administration of the Securities 
Act of 1933. 


ORGANIZATION OF THE REGIS- 
TRATION DIVISION 


In order to understand the operation of 
the Securities Act as it affects accounting 
practice, it is essential that a picture be 
secured of the manner in which the regis- 
tration division functions. Procedure in this 
division will be briefly outlined at this point. 
Reporting to the Commission is a Director 
of the division under whom there are four 
assistant directors—one detailed to special 
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work under the Exchange Act for permanent 
registrations, one who functions somewhat as 
a legal adviser to the division and who is 
responsible for all stop-order proceedings, 
and two assistant directors who are con- 
cerned particularly with reviewing data 
going to and coming from registrants and 
conferring with registrants. Below these 
two assistant directors are six examining 
groups, each of which is headed by a security 
analyst, assisted by an accountant and an 
attorney. There are from three to five ex- 
aminers in each examining group. One of 
these groups is a specialized unit and exam- 
ines only public utility filings. The other five 
groups examine in the order of filing any and 
all registration statements filed other than 
the utility issues. Also maintained in this 
division is an engineering staff the duties of 
which consist in examining such property 
valuation data as may be included in regis- 
tration statements. 

The actual examining work begins after 
the statement has been properly registered 
and docketed. The security examiner’s first 
problem is to determine whether the state- 
ment has been filed on the proper form. After 
having satisfied himself on this point, he 
goes to work examining the various items on 
the registration statement. On legal ques- 
tions he confers with the group attorney, on 
accounting questions with the group ac- 
countant, after which a deficiency report is 
prepared by the examiner initialed by the 
attorney and accountant. Since the registra- 
tion statements become effective on the 
20th day from date of filing unless amend- 
ments are made thereto, it is imperative that 
these deficiency reports be prepared and in 
the hands of the analyst within five days. 
The analyst then studies the deficiency re- 
port and, in conference with the examiner 
and his accounting and legal advisers, pre- 
pares a letter of deficiency. This letter of 
deficiency together with all documents filed 
by the registrant goes to the assistant direc- 
tor, who gives it a further check. If there 
are no debatable questions involved, the 
letter goes out over the signature of the 
director. If disagreements have arisen over 
any of the items which the assistant director 


is unable to settle satisfactorily, a conference 
is held with the director. If still there is no 
substantial agreement among the staff, or if 
the question involved is one of policy which 
has not been fixed, the matter at issue may 
be taken up with the Commissioners. It may 
be pointed out in passing that the number of 
registration statements filed on which no 
deficiencies are called is almost negligible, 
It should also be mentioned that the ques- 
tions which occasion the greatest amount of 
argument and debate in this division of the 
Commission are those relating to accounting 
practices and financial statements. 

If the amended statement upon examina- 
tion has met all deficiencies, the statement 
is cleared within 20 days from the filing of 
the last amendment. The Commission may, 
however, accelerate the effective date of 
the statement under the provisions of Sec- 
tion 8(c) of the Act. The clearance process 
consists in having the examiner prepare a 
clearance report signed by the accountant, 
examiner, attorney, and analyst in which is 
incorporated all significant information 
which may be required by the Commission, 
including the material deficiencies called 
and how well these deficiencies have been 
amended. The assistant director personally 
takes these cases before the Commission 
sitting as a group. He presents orally relevant 
information concerning the method of fi- 
nancing and the financial set-up, and he 
answers any questions concerning the regis- 
tration data which the Commission may 
ask. While the great majority of these regis- 
tration statements are cleared at these meet- 
ings, it is not unusual for the Commission to 
postpone clearance, asking for further in- 
formation, or, sensing a vicious piece of 
financing, asking for a further review of the 
case looking perhaps toward a stop order. 

“What,” you may ask, “follows if the 
registrant fails or refuses to amend his regis- 
tration papers within the 20-day period, thus 
permitting his deficient registration state- 
ment to become effective by lapse of time?” 
The answer is that proceedings will be in- 
stituted to determine whether the registrant 
shall be restrained from issuing the security 
registered on the basis that the statement in- 
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cludes misleading or untrue statements of 
material facts or omits to state material 
facts required to make the statements there- 
in not misleading. Since the issuer is liable 
both civilly and criminally for selling secu- 
rities if these facts are proved, it is obvious 
that he will not sell until he has a legally 
effective statement. 


ACCOUNTING REQUIREMENTS 


The question in which we as accountants 
are interested is, ““How do the requirements 
of this Act affect accounting practice and 
what have been and are likely to be the 
effect of these requirements on accounting 
practice?” 

There are at least five ways in which the 
public accountant is limited or restricted in 
practicing before this Commission. These 
are as follows: 

1. The Act itself. 

2. Rules and Regulations of the Com- 
mission as they affect accountants and ac- 
countants’ certificates. 

3. Forms and instructions accompanying 
the forms prepared by the Commission to 
be followed by the certifying accountant. 

4. Published opinions and findings of the 
Commission. 

5. Opinions and rulings of the Commis- 
sion involving interpretation of forms and 
instructions relating to financial statements 
—not published. Each of these will be dis- 
cussed briefly. 


The Securities Act of 1933 


Section 19 of the Act provides that the 
Commission shall have authority to define 
accounting terms, to prescribe forms in 
which required financial information shall 
be set forth, the items or details to be shown 
in the balance sheet and earning statement, 
the methods to be followed in the prepara- 
tion of accounts, and the valuation of assets 
and liabilities. 

The language in this section is clear and 
unequivocal and says in substance that this 
Commission may not only decide what are 
accepted accounting principles but may even 
promulgate and publish what the practi- 
tioner shall consider accepted accounting 
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principles if his financial statements are to 
be accepted as a part of registration state- 
ments filed with the Commission. The Com- 
mission has not as yet availed itself of the 
opportunity to draft rules of accounting 
other than certain minimum requirements 
under the various forms. Whether it will 
eventually do so one cannot at the present 
time hazard a guess. I think I can say un- 
equivocally that the temper of the present 
Commission is to permit the accountants to 
draw up for themselves what they shall 
consider “accepted accounting principles 
and practices.” If the practitioners, after 
sufficient time has elapsed, have not come 
to some substantial agreement as to what 
are or should be considered accepted ac- 
counting principles and practices, we may 
well expect the Commission’s staff account- 
ants to prepare, and the Commission to 
publish what it shall demand in the way of 
such practices. Since every prospectus to be 
used in the sale of new issues of securities in 
interstate commerce must bear financial 
statements satisfactory to the Commission 
and since every security listed on an organ- 
ized exchange must like-wise be accompanied 
by a permanent registration statement which 
includes financial statements prepared and 
certified in accordance with the Commis- 
sion’s requirements, it is manifest that if the 
Commission takes upon itself the task of 
setting standards of financial accounting, 
then these standards will become the author- 
itative and accepted accounting practice of 
the nation. 


Rules and Regulations of the Commission 


The public accountant certifying to fi- 
nancial data included in registration state- 
ments has no particular interest in the rules 
and regulations of the Commission under the 
1933 Act other than Articles 14, and 15 as 
amended. Article 14 defines whose certifi- 
cates the Commission will recognize. Article 
15 states the requirements of certificates 
presented. These requirements are five in 
number as follows: 

1. The certificate shall be dated. 

2. The certificate shall be reasonably com- 
prehensive as to the scope of the audit made. 


4 
nce 
r if 
ich | 
lay 
r of 
no 
ole. 
of 
the 
i 
na- 
ent | 
of 
ay, 
of 
ESS : 
4 
nt, 
11s 
ion 
on, 
led 
ly 
ion 
fi 
he 
lay 
et- 
to 
of 4 
the 
he 
1us 
te- 
in- 


328 The Accounting Review 


3. The certificate shall state the opinion 
of the accountant or accountants in respect 
of financial statements presented. 

4. The certificate shall state the opinion 
of the accountant or accountants relative to 
accounting principles and procedures fol- 
lowed by the registrant. 

5. The certificate shall refer to any finan- 
cial data in the registration statement proper 
to which reference is required in the financial 
statements. 

This last requirement relates specifically to 
items to which reference is required on the 
balance sheet. Since forms other than A-2 
do not require such reference and since this 
part of Article 15 does not apply to Form 
A-2, this requirement is entirely meaningless 
at the present time. Perhaps as new forms 
are prepared this requirement will take on 
some significance. 

Requirement No. 4, the opinion of the 
accountant relative to accounting principles 
and practices followed by the registrant, is 
the cause for much debate and misunder- 
standing between the certifying accountant 
and the Commission’s examiners. Many of 
these certificates are so worded that the 
reader cannot determine whether the ac- 
countant is disclaiming knowledge, is merely 
indicating that legitimate difference of opin- 
ion exists, or that he is in disagreement with 
the client as to the treatment accorded the 
item or items in question. As an example, this 
sentence was included in a recent certificate 
on an A-2 filing: “‘In our capacity as inde- 
pendent accountants, we have not under- 
taken to pass upon and assume no responsi- 
bility for—adequacy of provisions made for 
depreciation, depletion, maintenance, re- 
pairs, renewals and retirements.” Just what 
is the auditor intending to say in this cir- 
cumstance? Is he intimating that he disagrees 
with the accounting procedure for deprecia- 
tion, renewals, and repairs and that he does 
not have the intestinal fortitude to speak out 
definitely; does it infer that he is incapable of 
verifying these items; does it imply that the 
nature of the business is such that he, as an 
accountant, cannot honestly express an 
opinion; or does it signifiy that he does not 
consider the verification of these items as 


being within the ambit of the auditor's 
duty? Lack of time prevents the citing of 
many other certificates received with regis- 
tration statements in which the independent 
accountants fail to set out clear-cut, straight- 
forward opinions as to the issuer’s account- 
ing practices. 


Forms and Instructions Concerning Forms 


In the preparation and promulgation of 
accounting requirements of Forms A-1, A-2, 
C-1, and E-1 under the Securities Act and 
Forms 10 to 21 under the Securities Ex- 
change Act the Commission has had the aid 
and guidance of outstanding public ac- 
countants, company comptrollers, and ex- 
perts from the financial reporting agencies. 
Form A-2, released January 12, 1935, has 
been particularly well received by public 
accountants. Commenting on this form 
which purports to be a simplification of 
Form A-1 for those corporations eligible to 
use it, the Accounting Review declared: ‘“The 
SEC has in one month set definite and on the 
whole reasonable standards for the (ac- 
counting) profession which years of futile 
committee work within professional societies 
have not been able to produce or even begin 
to produce.”’ While this form suggests stand- 
ard, conservative, and prevailing account- 
ing practice, it should also be pointed out 
that it fails to incorporate certain require- 
ments for which the better practitioner has 
been striving during the past fifteen years. 
As illustrations the following are cited: 

1. Treasury stock may be shown as an 
asset provided a reason is given for such 
treatment. The usual reason given is that 
such is the company’s regular practice. No 
more need be said. 

2. Discount on capital stock may be 
shown as an asset, but subscriptions to 
capital stock must be reflected in the capital 
stock section of the balance sheet. 

3. Reacquired no par value stock, if de- 
ducted from capital stock, surplus, or capital 
stock and surplus, must be shown at cost. 
Average issue value, stated value, or specific 
certificate value of such stock is apparently 
not permitted. 

4. Then there is surplus. You may recall 
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how this instruction reads. For those who 
may have forgotten, permit me to quote 
from item 32 of the instructions to balance 
sheets. “Show in the balance sheet the di- 
vision of this item into (a) paid-in surplus 
and/or (b) other capital surplus; and (c) 
earned surplus; however if, in the accounts 
of the registrant, separate balances for these 
are not shown at the beginning of the period 
of report, i.e., if the company has not, up to 
the opening of the third fiscal year prior to 
the last annual closing date, differentiated in 
its accounting for surplus as indicated above 
in (a) and/or (b) and (c), then the registrant 
may state the surplus in one amount.” Two 
examples found in regulation statements will 
clarify my objection to this surplus practice. 

a. A company carried its one surplus ac- 
count into the balance sheet, indicating a 
credit of some $700,000. From supplemen- 
tary information it was discovered that afew 
years prior the company had credited ap- 
proximately a million and a half to this same 
surplus account arising from unrealized ap- 
preciation of properties. In reality the com- 
pany had an accumulated operating deficit, 
but since this write-up had occurred prior to 
the three-year period of report and since it 
had been merged on the books of the com- 
pany, there was no question but that it met 
the requirement of this item. 

b. Another case is that of a concern which 
in merging two corporations placed no value 
on the common no par value stock issued in 
part payment for the net properties taken 
over, but credited the difference to an undis- 
tinguished surplus account. 

It seems to be that, instead of permitting 
the accumulation of all equity value in ex- 
cess of capital stock in one surplus account, 
the instructions should require a breakdown 
of the surplus account into its various surplus 
elements, at least during the period of report 
and probably from a period five years prior 
to report if not from the inception of the 
company. Many accountants are of the opin- 
ion that in its zeal for statement simplifica- 
tion the Commission has taken accounting 
practice back several years in permitting 
the exhibition of a surplus account which not 
only fails to give a true surplus history, but 


may actually through inference set out a 
misleading statement of surplus—on the 
theory that the layman considers surplus 
standing alone has the significance and attri- 
butes of earned surplus. 


Published Findings in Stop-Order Proceedings 


A study of those cases in which the Com- 
mission has rendered published opinions in 
stop-order proceedings leads inevitably to 
the conclusion that the Commission, in such 
cases, has followed conservative and gener- 
ally approved practice. Several of these 
decisions will be briefly noted: 

1. In Unity Gold Corporation it was held 
that where stock was issued for property the 
actual value of which was not proved, if a 
part or all of such stock so issued was re- 
turned to the treasury as a donation con- 
current with the purchase of the property, 
such donated surplus really represented a 
reduction in the original property value and 
should be deducted therefrom rather than 
reflected as a capital surplus item on the 
balance sheet. 

2. In Haddam Distillers Corporation it 
was held that pro-forma balance sheets giving 
effect to proposed financing are misleading 
in the absence of a firm commitment to 
take down the securities to be offered. 

3. In General Income Share, Inc. it was 
held that donations to the corporation, even 
of current assets, should not appear in the 
profit and loss and earned-surplus accounts 
but should be reflected rather in a capital 
surplus account, perhaps under the donated 
surplus grouping. 

4. In Brandy-Wine Brewing Company it 
was held that promotional services carried 
on the balance sheet as an asset at the par 
value of capital stock issued therefor will 
not go unchallenged by the Commission if 
it is discovered that such a value is “so 
grossly and indefensively excessive as to be 
outside the range of reasonable difference of 
opinion.” It was therefore held that a large 
part of the stock was passed to the promoter 
as a gift and that to show the entire amount 
as an asset on the balance sheet resulted in 
an untrue statement of material fact. 

5. In Plymouth Consolidated Gold Mines 
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Ltd., it was clearly indicated that a balance 
sheet which purported to show property 
owned by a subsidiary as its own property 
(without designating such statement as a 
consolidated balance sheet) would not be 
acceptable to the Commission. 


Rulings Relating to Financial Statements, not 
Published 


The accounting philosophy of the Com- 
mission cannot be discovered entirely from 
reading stop-order cases or from studying 
the forms, and the instructions concerning 
the forms on which registrants are required 
to submit financial statements. A knowledge 
of how the Commissioners have reacted to 
controversial, incorrect, or debatable ac- 
counting principles brought before them by 
the Commissioners’ examiners and how 
these questions have been finally dealt with 
in regisration statements is essential if one 
is to understand fully what effect this Com- 
mission is having on accounting practice. 
It should be made clear, however, that many 
of the accounting practices questioned by 
the Registration Division are either passed 
upon by the employees of the Commission 
or are settled in conferences between these 
employees, representatives of the firm certi- 
fying the accounts, and representatives from 
the issuing corporation and from the under- 
writers. Under these circumstances even 
though the Commission does not as such 
pass upon all controversial accounting 
matters, the policy and philosophy of the 
Commission is carried out so that one may 
say that the accounting practices accepted 
by the registration division are in reality 
those practices which it may be inferred 
would be accepted if put before the Com- 
mission as a body. A few illustrations will 
best set out this philosophy. 

Perhaps the first questionable accounting 
practice concerning which a decision was 
made by the Commission had to do with 
writing bond discount and expense off to 
capital surplus arising from appraisal. The 
more orthodox practice would of course re- 
quire an amortization of such discount and 
expense over the life of the bonds on which 
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the discount had arisen. You will no doubt 
recognize this situation as that which arose 
in the now famous Northern States Power 
case. In deciding by a vote of 3 to 2 that a 
correction of the financial statements sub- 
mitted would not be required, but in liey 
thereof a footnote should be added to the 
financial statements affected, stating what 
the profit for the years of report and the 
present earned surplus would have been had 
the orthodox method of accounting been 
employed, the Commission set an accounting 
precedent which has since been followed with 
consistent regularity. 

In a later case, the Commission’s examin- 
ing accountant took violent exception to an 
accounting practice which he thought was 
inconsistent and misleading, insisting that 
the balance sheet and income statement be 
changed to reflect a more conservative prac- 
tice. Briefly, these are the facts: A large 
manufacturing company wrote off the aban- 
doned part of its plant and equipment toa 
Reserve for Retirements which reserve had 
been created the year previous by a charge 
to capital surplus arising from writing down 
its capital stock. Some four or five years 
prior to this date, a portion of this same 
plant had been sold at a profit, the profit so 
secured having been credited to earned sur- 
plus. The certifying accountant in his cer- 
tificate mentioned these facts but expressed 
no opinion as to whether or not they had 
been properly accounted for. After having 
run the gamut of examiners, staff account- 
ants, analysts, assistant director and director 
of the registration division, the matter was 
finally presented to the Commissioners for 
their opinion. The final result was that no 
change would be required in the financial 
statements but that the accountant must 
express an opinion as to the accounting 
practice and state what effect such practice 
would have on its earned surplus account. 
Following this suggestion the certificate was 
amended to include this paragraph: 

“‘We are of the opinion that it would have 
been preferable to make such charges against 
earned surplus, and in such event the earned 
surplus and paid-in surplus of the registrant 
at December 31, 1934, would have been 
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$3,311,321.20, and $7,506,986.59, respec- 
tively... .” 

This same principle was adopted in the 
case of a large credit company which in 
liquidating a foreign subsidiary incurred a 
loss of approximately five and one-half 
million dollars, which loss was charged to 
capital surplus. Here again the Commission 
was satisfied with a footnote to the financial 
statements affected stating what the amount 
of earned surplus would have been had the 
loss been charged to earned surplus rather 
than to capital surplus. 

In another surplus situation an incorpo- 
rated investment trust of the management 
type charged a sizeable loss from sale of 
securities to capital surplus. When the regis- 
trant advanced the argument that such loss 
was a capital loss and hence properly charge- 
able to capital surplus, even though profits 
and losses from sales of securities would be 
anormal annual recurrence, the Commission 
raised no objection to the treatment. The 
certifying accountant had fully protected 
himself by a statement in his certificate as 
follows: “from an accounting viewpoint 
such losses constitute a charge against 
earned surplus.” 

Another interesting case in which the 
Commission refused to require a revision of 
financial statements even though the regis- 
trant’s accounting practices appeared to 
result in false, misleading, deceptive and in- 
consistent statements of material fact will 
be briefly outlined. The registrant, a holding 
company, acquired a 100% interest in one 
operating subsidiary and a 97.12% interest 
in another such subsidiary. On its balance 
sheet, the investment in the wholly owned 
subsidiary was carried at book value at date 
of acquisition which amount was in excess 
of cost. The excess of book value over cost 
was credited to capital surplus. At the date 
of the registrant’s balance sheet this book 
value had decreased although no entry had 
been made giving effect to the reduction. 
The investment in the almost wholly owned 
subsidiary was carried at cost in stock and 
cash to the holding company, which cost 
was approximately three times the book 
value of the subsidiary stock. This sub- 
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sidiary had operated at a substantial loss 
during the period controlled by the holding 
company. In its consolidated balance sheet, 
the almost wholly-owned subsidiary was not 
consolidated, the effect being to show only 
a partially consolidated balance sheet in 
which intangibles were set out at $1.00 
whereas a complete consolidation would 
have given effect to an intangible value of 
approximately 2} million dollars. Further- 
more, the consolidated balance sheet as pre- 
sented developed an earned surplus of a 
quarter million dollars whereas a balance 
sheet consolidating the 97.12% owned sub- 
sidiary would have reflected a consolidated 
operating deficit of approximately $300,000. 
The Commission, working on the theory 
that item 56 of Form A-1 does not require a 
complete consolidation of all subsidiaries, 
even though it was obvious in this case that 
the effect of not consolidating both sub- 
sidiaries resulted in a misleading financial 
picture, was content with requiring footnotes 
to the financial statements setting forth an 
explanation of these various contradictory 
financial facts. 

From these and other cases it is apparent 
that the Commission is willing to pass 
financial statements which may be deficient 
in setting forth accepted accounting practice 
provided the certifying accountant clearly 
points out the deficiency and states what the 
effect would be had more acceptable prac- 
tice been followed. Its reasoning for this 
treatment results from the fact that it is 
administering a disclosure rather than a 
regulatory act and that a statement from 
the accountants concerning the accounting 
practice of the registrant gives a better 
picture of the managerial policy of the com- 
pany than if the independent accountant 
were to revise the registrant’s balance sheet 
and income statement to reflect more gener- 
ally accepted accounting principles and 
practices. 

To this accounting policy there are several 
notable exceptions. One of these concerned 
the practice of charging the cost of certain 
fixed assets and deferred expenditures to 
unrealized appreciation arising from write- 
up of gypsum deposits, the effect of which 
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was to relieve the earned surplus and profit 
and loss accounts of certain charges for de- 
preciation on plant and equipment and other 
expenses. The certifying accountant upon 
having the erroneous accounting practice 
called to his attention agreed, at the sug- 
gestion of the Commission, to set up colum- 
nar balance sheets, one column showing the 
facts as per the company’s books, the other 
balance sheet giving effect to a revised finan- 
cial condition in accordance with accepted 
accounting practice. 

Then there is the case of Standard Gas 
and Electric Company. The financial state- 
ments of this concern, when made a part 
of a registration statement under an E-1 
filing, included some 63 pages of notes and 
comments subject to which the independent 
accountants certified these statements as 
being in accordance with accepted account- 
ing practice. Even this liberal-accounting- 
minded Commission could not agree that an 
interested party must read a book in order 
to discover the real financial condition of its 
corporation. After several conferences be- 
tween the Commission and its staff mem- 
bers, the registrant, and the accountant for 
the registrant, it was agreed that the effect 
of the relevant footnotes should be set out 
clearly on the face of the balance sheet and 
operating statements. The final result was 
again a set of columnar financial statements 
showing: 


Amounts per Footnote Amounts if 

Company’s Adjustments adjusted in 

books accordance 
with footnotes 


Many practitioners feel, because of the 
pressure frequently placed on them by cli- 
ents who may not have the professional 
accountant’s high regard for what appears 
to be a fair and correct presentation of 
financial facts, that the solution, in such 
circumstances, is a columnar arrangement 
showing the financial statements as prepared 


by the company, set against the balance 
sheet and income statement as would be 
prepared by the independent accountant jf 
he were left to his own devices. 


CONCLUSION 


In bringing this discussion to a close it is 
obvious that the SEC through the prom- 
ulgation of accounting forms and accom- 
panying instructions, and through its pub- 
lished and unpublished opinions and findings 
is having and will continue to have a fore- 
most place in the standardizing of financial 
accounting practice. On the basis of its 
present approach this standardization is 
likely to be slow and evolutionary. How- 
ever, as the Commission sees more and more 
questionable accounting principles reflected 
in financial statements filed with registra- 
tion statements, there is a growing aware- 
ness of its part that the phrase “‘in accord- 
ance with accepted accounting principles” 
is a most indefinite characterization of what 
should be a fairly definite concept. Too 
frequently accepted accounting principles 
are simply those principles which each in- 
dividual practitioner considers acceptable in 
the light of his own experiences and relations 
with his clients. What is needed is a critical 
study, by a disinterested group, of many of 
these principles and practices so that the 
practitioner and teacher alike may know 
what is or is not really acceptable by a 
majority of the better accountants. That 
this Commission will at some future time 
provide for an accounting research staff 
whose function it will be to define accepted 
accounting principles and practices and 
draw up standards of practice is not to be 
entirely unexpected. If this project is to be 
undertaken by a governmental body, I know 
of no such body more capable, more sincere 
or more impartial to do the job than the 
present Securities and Exchange Commis- 
sion. 
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CAPITAL STOCK AND SURPLUS: LEGAL AND 
ACCOUNTING RELATIONS 


Harvey DEINZER 


ments of a science are precisely the 

parts of it which are explained least 
easily. Terms that are the largest, and there- 
fore the simplest of a series, are without 
equivalent expressions into which we can 
resolve them concisely. And when we en- 
deavor to define them, or to translate them 
into terms which we suppose are better 
understood, we are forced upon tedious 
cireumlocution.”’ 


Jen AusTIN has well said, ele- 


PURPOSE AND SCOPE 


The purpose of this article, concisely ex- 
pressed, is to present capital stock and sur- 
plus relations. Relation can be taken either 
as expressing the affinity or dissimilarity of 
one thing to another, of one idea to another, 
as the word is commonly interpreted, or it 
may be taken to mean the expression or 
narration, the relating, of that which has 
been brought to one’s notice, concerning 
the topic-matter. The second meaning is 
developed in the following pages. 

Various contrasts, similarities, or affinities 
may obtain between things. A selection must 
be made. The writer has been interested 
primarily in the legal significance of these 
relations, and, secondarily, in the effect of 
the law, thus arrived at, upon accounting. 

It has been said that the law is the best 
guess as to what the court will decide in a 
specific case.! It appears to be something in 
the nature of a sacrilege for a court to change 
the fundamental suppositions, and hence 
the conclusions of its predecessor. Aside 
from any question of right or wrong, it is a 
matter of empirical knowledge that a court 
bases its decisions very largely on precedent, 
or what preceding courts have decided in 
situations with pertinent facts similar. Act- 
ing on this premise, the writer has made 
frequent reference, in this discussion, to 


10. W. Holmes, “Collected Legal Papers,” p. 173. 


court cases, with the greatest concentration 
being made on Michigan cases.* 

The terms capital stock and surplus are 
technical terms closely associated with cor- 
porations. Hence the boundaries of this 
article contain at least part of the subject- 
matter of corporations and do not extend 
beyond. 

One further limitation of subject-matter 
may be mentioned. The treatment is very 
largely confined to mercantile and manu- 
facturing corporations, operating as going 
concerns. 


NATURE OF CAPITAL STOCK 
Confusion of Meanings 


Anything which furnishes waiting-power, 
and by so doing makes possible the more 
fruitful round-about production, is furnish- 
ing capital. In this sense capital cannot be 
a material thing; it must be a service. This 
is the capital of the economist. 

The economist speaks of capital also as 
indicating those material instruments which 
are concretely used in the production of 
goods. In this sense capital may be factories, 
equipment, or other more or less material 
things used in production. Capital goods are 
the embodiment of the capital-furnishing 
service. 

The accountant refers to the same capital 
goods, but he confines his concept to those 
goods used in a particular business enter- 
prise. He includes money and merchandise 
and he calls these goods the assets of a com- 
pany. This common use is recognized by 
the courts.” 

Accountants in general agree about the 
meanings of the terms capital and capital 


* Following an accepted practice, the writer has fre- 
quently designated Michigan cases by an oblique dash 
between the reference numbers, i.e., 247/418 means 
247 Mich. 418. 

2 Smith vs. Dana, 60 Atl. 121; in re Wells’ Estate, 
156 Wis. 294; Armstrong vs. Emerson, 300 Ill. 54. 
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stock; but there is no uniformity of meaning 
by the courts of the several states. The 
property owned and used by the corporation 
in carrying on its business may be designated 
by the term capital stock. This was the 
terminology accepted by the highest Cali- 
fornia court in 1889. Capital stock may also 
refer to a specific fund of property.’ The 
terms capital and capital stock are some- 
times used synonymously or interchange- 
ably. That confusion exists is implied by 
the pains taken by some courts to create a 
distinction.® 

The amount of capital stock which a cor- 
poration might have was limited by Act 232, 
P.A. 1903, to $25,000,000. This maximum 
limit was increased in 1917® to $50,000,000. 
In Dodge vs. Ford Motor Company’ the 
plaintiff contended that the company’s in- 
vestment at that time, of over $100,000,000, 
“constituted an unlawful investment of the 
earnings” under the statute limitation. The 
question involved was whether the statute 
limited the net worth which might exist or 
applied only to the capital stock contribu- 
tion in the first instance. If the former inter- 
pretation were correct there would be no 
distinction between capital stock and sur- 
plus.’ The limit would be placed on the 
total equity of stockholders in the totality 
of corporate assets. The court took the al- 
ternative view. Ostrander, J., delivering the 
opinion of the court, said that the statute 
does not limit the surplus which a corpora- 
tion may acquire through profitable opera- 
tion nor to any increase in capital stock after 
the corporation has been operating. He held 
that the limit applies only to capital stock 

3 See page 7. 

* Penrose vs. Chaffraix, 106 La. 250; also, the New 
York statute prohibits the declaration of dividends 
— will impair the corporation’s “capital or capital 
stock.” 

5 In re Wells’ Estate, supra; Shepard vs. State, 184 
Wis. 88; Roberts and Schaefer Co. vs. Emmerson, 305 
Ill. 348; Armstrong vs. Emmerson. 

6 Act No. 254, Public Acts 1917. Act 84, P.A. 1921 
repeals this limitation. Kuhn, in his “Comparative 
Study of the Law of Corporations” said, “The amount 
of capitalization has no direct bearing on protection to 
stockholders or creditors, and the considerations in its 
favor would seem to be of a political rather than legal 
character. 

7 204 Mich. 459. 

8 See also Lockhart vs. Van Alstyne 31 Mich. 76. 
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“contributed in the first instance,” and he 
added, “It cannot be supposed that it (the 
legislature) looked with disfavor upon a 
profitable corporate existence.” 

The confusion goes even further. Capital 
stock is the term frequently used to refer 
to the certificates, drawn with ink upon 
paper, which represent the shares of stock- 
holders in the corporation. The certificate 
is merely a symbol. To the symbol attach 
certain rights, which are really rights attach- 
ing to the shares for which the symbol 
stands. But the relator in Detroit Chamber 
of Commerce vs. Secretary of State® main- 
tained that the capital stock certificates are 
property. This question was not necessary 
to a decision in the case, and the court did 
not discuss it. But a later court said that 
“when the increase of capital (stock) is 
ready for subscription and allotment, it is 
the property of the corporation, which 
is to be sold for the purpose of raising 
money..., and again, “The capital 
stock in many cases is the chief asset of the 
corporation.’ The last two cases do not 
present conclusive evidence that the court 
referred to the certificates as the property 
of the corporation; the second is clearer than 
the first. In the Continental Varnish case, 
the court, as was stated, called “the capital 
stock in many cases the chief asset of the 
corporation.” In the next sentence the court 
continued, ““The theory is that those dealing 
with it have the right to assume that this 
stock is all in the hands of bona fide sub- 
scribers. . . .”” The phrase “in the hands of” 
may be figuratively used as referring to the 
intangible rights of stockholders. But the 
implication is at least present that the 
phrase refers to the tangible stock certifi- 
cates. Even though this inference is mis- 
taken, capital stock in the sense of prospec- 
tive shares before the subscription and allot- 


® 109 Mich. 691. In this case the relator applied for 
an increase in the authorized capital stock. The relator 
contended among other things that “they were author- 
ized to hold property and that capital stock is prop- 
erty.” 

10 Hammond vs. Edison Illuminating Company of 
Detroit, 181 Mich. 79. See also Shepard vs. State, 184 
Wis. 88. 

4 Continental Varnish vs. Secretary of State, 128 
Mich. 621. 
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Capital Stock and Surplus 


ment of such shares can be the property or 
asset of the corporation in only a figurative 
gnse, such as the right to levy taxes, or 
the assurance that funds can be raised 
through the levy of taxes, is the chief asset 
of the United States government. 

That the concepts, and not the words, are 
the important elements is true, and it seems 
every man’s right to designate a concept or 
thing with whatever name pleases him. This 
might have been the prerogative of Robinson 
Crusoe. But in a society, accuracy of ex- 
pression is determined by reference to the 
people for whom the expression was in- 
tended. 

Where one symbol is allowed to represent 
two concepts, confusion is very likely to 
result. Especially is this true where both 
concepts are merely different aspects of the 
same thing. If the court uses the term capital 
stock as meaning always the property con- 
tributed by stockholders, there will be no 
confusion in the mind of a person who is 
familiar with the court’s usage. But where 
the court uses the term in two senses within 
the same paragraph there may be some 
difficulty of interpretation. In Brooks vs. 
Buys,!? Wiest, J., said, ““The capital stock of 
acorporation is the property of the corpora- 
tion and constitutes a trust fund for the 
benefit of the corporation and its creditors. 
Creditors of the corporation have a right to 
rely, in extending credit, upon the public 
record of corporate organization therein of 
the amount of the capital stock and the 
money or property paid in for stock.’ Here a 
distinction is drawn between “capital stock” 
and “the money or property paid in for 
stock.’ In this second usage capital stock is 
something other than a property fund. Here 
it refers to the certificates which symbolize 
the equitable interests of stockholders in the 
corporate assets. This is reminiscent of 
Alice’s experience in the Looking Glass 
world : 

“When J use a word,” Humpty Dumpty 
said in rather a scornful tone, “it means just 
_ I choose it to mean—neither more nor 
ess,” 


2217 Mich. 263. 
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“The question is,” said Alice, “whether 


you can make words mean different things.” 


question is,”’ said Humpty Dumpty, 
‘which is to be master—that’s all.” 

It is the writer’s opinion that greater 
clarity will be attained by allowing one 
symbol to represent one concept so far as 
possible, in a particular field of knowledge. 

Enough has been said to indicate the lack 
of uniformity in terminology and the con- 
fusion existing at times in the composite 
mind of the court as expressed through its 
decisions. 


The Fund Theory 


A view which courts have often taken, 
and one which the Michigan Supreme Court 
has always accepted, is that capital stock is 
property, and more specifically, a fund of 
property. This theory apparently is based 
on the common law doctrine of the rights 
of creditors. Creditors look to the assets of 
a business for satisfaction of their claims, 
which the courts support as having arisen 
from contracts. Proprietors are expected to 
contribute a portion of the assets, upon all 
of which the creditors have a first and satis- 
fying claim. When the problem of corpora- 
tions came before the court, it seemed 
natural that the court should regard the 
funds or other assets contributed by the 
proprietors, or stockholders, as the item 
upon which to concentrate its attention, 
when interpreting the statute. 

That capital stock is (not represents, but 
is) property has been decided in numerous 
cases.’ The decision in Dodge vs. Ford 
Motor Company was the first Michigan 
declaration of this definition, and it has fre- 
quently been referred to. The court there 
said, ““The term capital stock, in its primary 
sense, means the fund, property, or other 
means contributed or agreed to be con- 
tributed by shareholders as the financial 
basis for the prosecution of the business of 
the corporation, being made directly through 


8 Lockhart vs. Van Alstyne, 31 Mich. 76; Dodge vs. 
Ford Motor Co., 204 Mich. 459; in re Joy’s Estate, 247 
Mich. 418; Wetherbee vs. Baker, 35 N. J. Eq. 501; 
Sohland vs. Baker, 141 Atl. 277; Amer. Refining Co. 
vs. Staples, 260 S. W. (Tex.) 614; Williams vs. Western 
Union Tel. Co., 93 N. Y. 162. 
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stock subscriptions or indirectly through the 
declaration of dividends.”’“ 

That capital stock was considered prop- 
erty was evident to the committee which 
drafted Section 31 of Act 232, Public Acts 
of 1908. This was more than fifteen years 
before the noteworthy decision in Dodge vs. 
Ford Motor Company. The section provides 
for the taxing of real and personal property 
held by a corporation in the state, and ex- 
pressly excludes the capital stock of such 
corporation from this tax.® 

It has been noted that the court refers to 
a property fund. The fund may consist of 
the property paid in by the stockholders to 
allow the execution of the purpose for which 
the corporation was organized. If we con- 
sider the “fund segregated” through the 
issue of stock dividends as being paid in, 
then this definition agrees with that ad- 
vanced in the Ford Motor case. There the 
court considered the fund as being made 
directly through stock subscriptions or 
indirectly through stock dividends. A Dela- 
ware decision limits the fund to that raised 
by the issue and sale of its authorized capi- 
tal stock." 

A second definition of the specific fund 
includes, together with assets received 
through stock subscriptions, “funds” earned 
by the corporation, and it excludes “funds” 
lost.+? 

A third definition of the fund is that of 
one specifically set aside by statute for the 
protection of creditors, which fund may be 
either more or less than the amount paid in 
by stockholders. In the case of a national 
bank, surplus had to be accumulated and 
associated with capital stock for the pro- 
tection of depositors.'* In this case, the 
statutory fund is larger than the amount 
contributed by stockholders. Some states 

4 204 Mich. 459. 

18 The section reads, in part, “Provided, Nothing 
herein contained shall authorize the taxing of the 
capital stock of such corporation as such capital stock.” 

16 Sohland vs. Baker, 141 Atl. 277. 

17 Peoples vs. Commissioners, 23 N. Y. 192, 219; 
Williams vs. Western Union Telegraph Company, 93 
N. Y. 162. 

18 The law has recently been changed to limit the 
stockholder’s liability to the amount contributed, either 


paid-in or assessable, but the law does not hold as to 
banks in existence at the date of enactment. 
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by statute allow the directors of a corpora. 
tion to determine that less than the amount 
of stockholders’ contribution shall be segre. 
gated in a fund called capital stock. 

The Michigan court continues to hold the 
view of capital stock as a fund.!* The basis 
of this position is in the trust-fund theory of 
capital stock, which has been rejected by 
the courts of some states and also by the 
Federal Supreme Court. 


Capital Stock as an Aspect of Property 


The theory which is replacing that of 
capital stock as a property fund is that 
capital stock is an aspect of property, not 
the property itself. It may also be defined 
by saying that capital stock is an amount 
related to particular property. This is also 
the position taken by modern accountants, 
It is the essence of double-entry book- 
keeping, as the writer has shown in another 
writing, excerpts from which will serve to 
clarify this concept: 

“Single-entry bookkeeping attempts to 
record business facts such as the value of 
assets used in a business enterprise, the 
amount of claims due from customers and 
to trade creditors, the amount and source 
of borrowed capital. But no recognition is 
given to the absolute and proportionate 
rights of persons in the assets. Yet this 
phase is implicit in a single-entry system. 
This second aspect may be presumed to 
exist whether recorded or not... . 

“The dual-aspect or multiple-aspect phe- 
nomenon is, as the term phenomenon in- 
dicates, a fact of experience. It is not essen- 
tially conceptual. The reader has probably 
experienced the effects of staring at a 
patterned linoleum for several minutes. The 
observer will note a succession of different 
patterns. The arrangement and positions of 
the lines and figures obviously have not 
changed. Here is an illustration of different 
ways of viewing the same thing. 

“Tf the reader objects that the subjects of 
observation were not sufficiently concrete, 
let him consider the different ways in which 
a city made of stone and wood, iron and dirt 
may be physically viewed; for example, 


19 Stott vs. Orloff (1933) 261 Mich. 392. 
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through a window in a building, from the 
street, from a moving elevated car, from 
an airplane flying over the city. Each view 
gives a different picture, in each case a 
different side is displayed. 

“Tt is not unnatural to deal with more 
than one aspect of a thing, as double-entry 
bookkeeping does. In fact many character- 
istics of the property and other assets used 
in a business are recorded, but not by the 
accountant. The accountant confines his 
interests to the value of the assets and to 
the ‘therein-interests.”° The peculiar con- 
ditions of title, the cubic content of build- 
ings, the goodwill factors contained in the 
pleasing appearance of the building arrange- 
ments may be matters of record but they 
are not part of the bookkeeping system.” 

And it is to the “therein-interests” or 
equities in the total of assets, by persons 
financially interested in the enterprise, that 
some courts have been giving their atten- 
tion.2t According to this view, capital stock 
may be defined as an equity or interest of 
stockholders in the totality of business 
property owned by a corporation. The eco- 
nomic values of assets are expressed in 
terms of money; from the sum of such money 
values is subtracted the total of liabilities; 
the resultant amount expresses the money 
value of stockholders’ interest in the totality 
of assets. The value of this residuum may 
or may not be the amount of the capital 
stock. 

In common usage, capital stock is only 
a part of the stockholders’ equity in the 
total of asset values; the remaining interest 
isealled surplus. The view that capital stock 
is the total stockholders’ equity” or therein- 
interest, is primarily a creditor’s viewpoint. 
It is the backlog upon which the creditors 
can rely for satisfaction of their claims. 


0 Called by Paton (Accounting Theory) “equities,” 
by Cole (Fundamentals of “ownership- 
claims.” 

_ ™In re Wells’ Estate, 156 Wis. 294; Roberts & 
Schaefer Company vs. Emmerson, 305 Ill. 348; Arm- 
strong vs. Emmerson, 300 IIl. 54. 


2 Sometimes termed “net assets.” But it is better 
to reserve the term “net assets” to mean book values of 
assets less allowances such as reserves for bad debts or 
depreciation. Also, the emphasis would be on the prop- 
erty rather than on equities. 
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This seems also to be the ordinary business 
concept, taken from the outlook toward the 
partnership and single proprietorship enter- 
prises. All of the partnership assets are sub- 
ject to the claims of business creditors; the 
partners’ interests are satisfied last, if at 
all. The preference given creditors’ claims 
extends also to the field of corporations. 

The position that capital stock is some- 
thing less than the total therein-interest of 
the stockholders is analogous to one of the 
views noted in the discussion of capital 
stock as a property fund. Among account- 
ants, capital stock is very commonly re- 
garded as the amount of therein-interest of 
stockholders which is equal to the amount 
of property contributed by stockholders, 
either directly through stock subscriptions 
or indirectly through stock dividends. 

Here too, just as in the treatment of the 
property fund, there is found a third mean- 
ing of capital stock, differing only in latitude 
or comprehensiveness from the two pre- 
ceding variations. It is the amount of the 
stockholders’ therein-interest which the 
statute provides, either explicitly by its 
terms or by option of the board of directors, 
shall be treated as distinct from the re- 
mainder of the therein-interest. 


Comparison of the Two Views 


The terminology employed in the Michi- 
gan and Delaware corporation statutes, and 
in similar statutes of other states, as well as 
in court decisions, seems to be based on the 
presupposition that certain funds of assets 
can be segregated and labeled. The court 
looks at a corporation as a creature of the 
state, endowed with powers, and simulating 
a person. The corporation begins existence 
with stock certificates, which it “sells.’’ The 
money or property received for the stock, 
even patents, are more or less tangible. The 
stockholders’ rights in the first instance 
attach to a fund which can be thought of 
quite clearly and concretely. 

And in general, on a background of the 
ownership theory, it is natural to think of 
rights as inhering in specific assets. For 
example, person or group A’s rights attach 
to asset I, and person or group E’s rights 
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attach to asset V. This assertion is made on 
the principle of analysis; the mass is broken 
down into an orderly scheme. The result is 
opposed to the state in which the elements 
are not perceived, which state would be 
jarring to the analytical mind of the court. 
There must be analysis, classification— 
simplification. “Capital stock is a fund’— 
the mass of corporate property is assailed in 
spirit and it is determined that the rights 
of stockholders expressed as capital stock 
inhere in a specific portion of the corporate 
property. An impetus toward this outlook 
was given by the desire to conform to the 
necessity of recognizing certain practical 
legal and business considerations with regard 
to capital stock, liabilities, and surplus. 

But the “tangibles” view is not necessary 
to an adequate recognition and disposition 
of these legal and business necessities. The 
facts of owning and using property; the fact 
of owing money; the relations between cor- 
poration and creditors, and corporation and 
stockholders; the provisions of the statute 
with regard to capital stock and surplus can 
be dealt with at least as efficiently, and cer- 
tainly with greater dispatch by defining 
capital stock as a simple financial and legal 
aspect of the corporate situation, rather than 
as a fund of property, constantly changing 
in make-up but remaining constant in 
amount. 

It is clear that in the business life there is 
a continuous process of metabolism. Prod- 
ucts are being fed into the circulatory sys- 
tem, carried to the organs or departments in 
close relation to the outside world, and 
eliminated. New material is taken into the 
body, its character changed to conform to 
the body’s needs, and either utilized im- 
mediately or stored for future call. Replace- 
ments are made to the body to compensate 
for exhausted and worn-out parts, and if the 
conditions of living have not been too severe, 
and if the body has functioned properly, 
there will probably be some growth. The 
man of fifty looks very much like the boy 
of eighteen; he has, roughly, the same physi- 
cal characteristics. But physiologically he is 
not the same. The protoplasm has been 
undergoing continuous change; there has 
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been a building up and a breaking down, an 
assimilation and an elimination. 

In the business enterprise there is an 
analogous change. There is a continual inter- 
mingling of assets, making identification of 
the source impossible. The capital, or prop- 
erty, of the corporation is constantly turning 
over, the merchandise and other working 
capital very rapidly, the fixed capital, or 
capital assets, more slowly, yet just as 
surely. If the business is unsuccessful, there 
is no growth; instead there is a loss of capital. 
If the body does not receive and assimilate 
at least as much food as is broken down in 
the body, in equivalent, there is a wasting 
away. Hence it is the favored man, just as 
it is the successful corporation, that is under 
consideration. 

The fund theory is untenable, not only 
because of the continuous process of metab- 
olism with relation to the assets, but also 
because of a significant inconsistency in the 
theory. The money amount, or value, of 
corporate property is constantly changing. 
Even the amount of a theoretically segre- 
gated fund changes. Capital stock, on the 
other hand, does not fluctuate; it cannot be 
reduced by other than formal state-author- 
ized action, according to the present Michi- 
gan statute. 

The denial of the right of the corporation to reduce 
its capital stock except by express authorization from 
the state did not apply to a reduction in the number of 
shares, it was held in a Michigan case. The stockholders 
had voted to reduce the number of shares while leaving 
the amount of capital stock unchanged. It was held that 


the secretary of the state was compelled to file a notice 
of the action and, by so doing, assent to it. 


It has been seen that the view that capital 
stock is a fund is untenable, both because of 
the intermingling and turning over of assets 
and because of the unfluctuating character 
of capital stock. The view that capital stock 
is an aspect of the totality of assets, being a 
stated equity of stockholders in that totality, 
is theoretically more tenable and practically 
more accurate. The argument must neces- 
sarily apply to surplus as well as to capital 
stock because of the homogeneity of their 
characters. The difference is not one of 
equity or ownership but rather one of statu- 
tory privilege or restriction. In any fluctua- 
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tion of stockholders’ equity, resulting natu- 
rally from the fact of its being a residuum, 
the surplus is said to be affected first, and 
capital stock is assumed not to change until 
the stockholders’ therein-interest falls below 
the stated amount of capital stock. A prefer- 
ence is imposed upon the situation, both by 
law and by business expediency. 

If the reader will keep in mind the close- 
ness of communion between capital stock 
and surplus, a brief treatment of surplus 
will suffice to make clear its nature. 


NATURE OF SURPLUS 


The Michigan Supreme Court defines sur- 
plus as a fund of assets. The latest pertinent 
decision contains this view.”* The courts of 
some states have abandoned this position 
in favor of surplus as an aspect of the totality 
of corporate assets.” 

Accountants in general, and the courts in 
particular, recognize four classes of surplus: 
paid-in surplus, donated surplus, earned 
surplus, and surplus from a higher valuation 
of assets. Each surplus recognizes a relative 
increase in asset values.” Both statutory and 
common laws place different preferences and 
restrictions upon the several types of sur- 
plus, consistent with the character of the 
relative increase in the values of assets. 

Earned surplus in general represents ac- 
cumulated profits. It is interesting to note 
that the early rule in Michigan considered 
undistributed profits as forming a part of 
capital stock.2* Later Michigan courts looked 
at undistributed profits as being distinct 
from capital stock and as constituting 
earned surplus. By 1919 this rule was well 
established. The equity rule that a court 
may require a corporation, in particular 
circumstances to distribute a part of its 
surplus to stockholders is an emphatic ad- 
mission that accumulated profits have been 


% Stott vs. Orloff (1933), 261 Mich. 302. See also in 
te Joy’s Estate, 247 Mich. 420. 

*% The word “surplus” is sometimes used in its com- 
mon meaning, as anything left over after preferential 
deductions. Detroit Trust Company vs. Detroit City 
Service Co., 262 Mich. 14; Sect. 11, Act 232, P.A. 1931, 
with regard to liquidation of corporate assets. 

* Liabilities and capital stock remaining unchanged. 

* Lockhart vs. Van Alstyne, 31 Mich. 76. 
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emancipated from the capital stock at- 
mosphere. 

The legal character of surplus will be 
examined more fully in the section treating 
of dividends. 


DIVIDENDS: DISTRIBUTION OF SURPLUS 
OR CAPITAL STOCK 


The Nature of a Dividend 


In Lockhart vs. Van Alstyne?’ the plaintiff 
was guaranteed dividends on its preferred 
stock. The plaintiff argued that the word 
“dividend” meant only something to be 
divided.2* The court distinguished between 
an operating concern and one in liquidation 
and said that with reference to the former 
a dividend is “‘a fund which the corporation 
sets apart from its profits to be divided 
among its members.’®® The court meant 
current profits, since profits not distributed 
became part of capital stock.*° And since 
dividends could not be declared from capital 
stock, it follows logically that dividends 
could not be declared in any year when the 
company had no earnings even though past 
undistributed profits had been large. Cooley, 
J., giving the opinion of the court, said, 
**A corporation of which it is said that it is 
making an annual dividend of 10%, is sup- 
posed to be a prosperous corporation, be- 
cause its gains leave it this clear annual 
percentage, which it can pay over without 
impairing its capital.” This sentence, when 
read alone, is not conclusive evidence that 
it is not deemed allowable for a corporation 
to declare dividends from past profits. But 
in a subsequent sentence the court said, 
speaking of preferred stock which the court 
considered cumulative, that “probably if 
profits were not realized to the proper 
amount in any one year, they would be en- 
titled, when they were realized, to have all 
arrears made up.” In this case the preferred 
stock was issued with the provision that the 
semi-annual dividend of 5% was guaranteed. 
The court construed this provision to mean 


27 31 Mich. 76. 

28 On basis of fund theory; really a division. 

29 See also Mobile & Ohio R. R. vs. Tennessee, 153 
U.S. 486, 496. 

3° See above. 
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that the dividend was guaranteed to be paid 
if and when there were current earnings. 
The court could have held that past earnings 
should be applied in payment of the divi- 
dend, but it held, on the contrary, that un- 
distributed past profits became a part of 
capital stock, and that a distribution thereof 
would impair the capital stock. Such an 
impairment of capital stock was by law 
forbidden. 

The “‘current profit” rule was changed to 
allow dividends to be declared from accumu- 
lated profits, or earned surplus. By the time 
of the Dodge vs. Ford Motor Company case 
this rule was well established in Michigan. 
The rule had been changed in other states 
as well,*! 

A dividend, then, is a declaration, by the 
board of directors, of a separation from 
profits. Dividends declared are a claim of 
the stockholders as individuals against the 
assets of the corporation. The equity of net 
worth becomes a liability claim. 

The rule arose in equity that even though 
the stockholders have no claim for dividends 
until the board of directors declares a separa- 
tion from surplus, the court, upon appeal by 
minority stockholders, may order the cor- 
poration, through its directorate, to make 
a distribution of its surplus as dividends. 
The court will exert this power only if there 
has been a breach of good faith with the 
stockholders by the board of directors.*” 

A dividend is a division of profits. The 
converse is also true. A division of profits is 
a dividend, even though the directors or 
stockholders do not consider it so.** 


Kinds of “Dividends” 


The term “dividend” in the statute, and 
in its accepted meaning by the courts, refers 


1 Colorado ex rel. Fraser vs. Great Western Sugar 
Company (1928) 29 F(2d) 810; Council vs. Brown 
(1921) 151 Ga. 564; Mente vs. Groff (1910) 10 Ohio 
N. P. N.S. 148. 

® Knight vs. Alamo Mfg. Co. 190 Mich. 223; Dodge 
vs. Ford Motor Co. 204 Mich. 459; in re Joy’s Estate 
247 Mich. 418; Morehead Mfg. Co. vs. Washtenaw 
Circuit Judge 254 Mich. 697; Hunter vs. Roberts Throp 
& Co. 83 Mich. 63; City Bank Farmers’ Trust Co. vs. 
Hewitt Realty Co. 257 N. Y. 62. 

38 Barnes vs. Spencer Barnes Company, 162 Mich. 
509; Hadley vs. Commissioner of Internal Revenue, 
59 App. D. C. 129. 
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to a division of profits past or present. Of 
course, the term also refers to the cash or 
other property distributed. But it does not, 
in its statutory meaning, refer to the con- 
version of corporate assets into cash and 
their distribution among the stockholders ip 
the process of liquidation.** Such a distribu- 
tion is ordinarily styled “liquidating divi- 
dend.” 

A dividend in property, or a dividend 
“in kind” has no legal difference from an 
ordinary cash dividend. The “dividend” 
refers properly to the declaration, by the 
directorate, of a liability-claim in place of the 
surplus-claim. Distribution of property in 
satisfaction of the dividend-claim is only 
incidental. 

The term “stock dividend”’ is a misnomer, 
True, the stockholders receive stock, and 
they do so through a pro-rata distribution. 
But the corporation parts with no property; 
and the stockholders as a class have no 
smaller therein-interest, or equity in the 
totality of assets, than they had before the 
stock “‘dividend” was declared. The change 
in the nature of the equity is a shift from a 
surplus-claim, with particular legal rights 
and restrictions, to a capital-stock-claim, 
having somewhat different legal and business 
significance. The issue of stock is not es- 
sential to a transfer of surplus to capital 
stock; the Michigan statute® allows the 
directorate to make a simple transfer of 
paid-in surplus to capital stock. 

Although in common law a dividend could 
be declared only from net profits or from 
earned surplus, the statute allows dividends 
on preferred stock to be declared from any 
surplus (Section 22). Probably, appreciation 
surplus could be used as a basis for preferred 
dividends. 


Illegality of Paying Dividends in Impairment 
of Capital Stock 
The Michigan statute prohibits the pay- 
ment of dividends if such payment “im- 
pairs” the capital stock.*® The statutory 
objection is merely a formal expression of 
* Bay City Bank vs. St. Louis Motor Sales, 255 
Mich. 261. 


35 Act No. 232, P. A. 1931. J 
36 Does not apply to “wasting asset corporation. 
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the common law doctrine. In the case of a 
private enterprise or partnership, the credi- 
tor enjoyed certain rights which included 
reparation for loss resulting from reliance on 
the expressed net worth of the owner or 
partners in the business, when the actual 
net worth was really less than that ex- 
pressed. 

This rule as related to corporations was 
expressed by Hooker, C. J., in American 
Steel Wire Company vs. Eddy,” “When a 
corporation holds itself out to the world as 
possessed of a given capital (stock), those 
who deal with it have a right to the applica- 
tion of such capital to the payment of such 
debts as it may incur, and it has no author- 
ity to impair its capital by refunding to the 
stockholders a portion of its capital by way 
of dividend.” Express statutory authority 
must be given to over-rule the common law, 
and the statute gives the corporation no 
such authority in this matter. Indeed, it is 
probable that the courts would over-rule 
any statutory permission to declare divi- 
dends from capital stock before all debts 
are paid, as against public policy. 

The statute makes directors liable to the 
corporation for the amount of dividends paid 
in impairment of capital (stock).** Directors 
are personally liable to the corporation. In a 
New York case it was held that the burden 
of proof is on the plaintiff.** But where 
proper care was not taken, an English case 
held that the burden of proof was with the 
directors.*° 

Stockholders are also liable to the corpora- 
tion, and to creditors, for repayment of funds 
received as dividends in impairment of 
capital stock. This is not a personal liability, 
as in the case of directors. Rather, the stock- 
holders are liable as recipients of a trust 
fund.“ This view has the old trust-fund 


37130 Mich. 266. See also Alfred J. Brown Seed 
Company vs. Brown, 240 Mich. 569, and Lockhart vs. 
Van Alstyne, 31 Mich. 76; also, Richardson vs. Buhl, 
77 Mich. 632, 649. 

38 Act 327, P. A. 1931, sec. 48. 

9 Excelsior Petroleum Company vs. Lacy (1875) 
N. Y. 422. 

0 Leeds Estate Bldg. & Invest. Co. vs. Shepherd 
(1887) L. R. 36 Ch. Div. (Eng.) 787. 

“| American Steel & Wire Company vs. Eddy, 130 
Mich, 266. 
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theory as a background. Creditors who have 
exhausted their rights against the corpora- 
tion can sue the stockholders jointly and 
severally.“ But it has been held not neces- 
sary first to exhaust the liability against the 
corporation before suing the stockholders.“ 
The good faith of the corporation in paying 
such dividends is no defense in an action for 
their recovery.“ Any one class of stock- 
holders who were thereby injured could 
compel the corporation to recover the funds 
paid in impairment of capital stock.* This 
remedy, although having a basis in common 
law, was expressly given by statute. 

When does a dividend impair capital 
stock? If the actual capital stock is less than 
that required by statute, can dividends be 
declared from net earnings before such im- 
pairment is made up? In England a distine- 
tion is drawn between fixed and circulating 
capital; a depreciation in the latter, but not 
in the former, must be made up before 
dividends may be declared.*’ 

In Michigan, the general rule prevails 
that any loss in the capital stock must be 
replaced before dividends can be paid, even 
in the presence of current earnings. The 
court would probably hold to this doctrine 
in spite of the statutory right to declare 
dividends from surplus or from net earnings. 
The trust-fund theory assumes that the 
rights of creditors are paramount to the 
rights of stockholders. 

The burden of proof is upon those who 
attempt to show that a dividend does im- 
pair capital stock. All dividends are pre- 


4 McIntyre vs. E. Bement’s Sons, 146 Mich. 74; 
Detroit Trust Company vs. Goodrich, 175 Mich. 168; 
Brooks vs. Buys, 217 Mich. 263; Clark vs. E. C. Clark 
Machine Company, 151 Mich. 416; American Steel & 
Wire vs. Eddy, 130 Mich. 266. In Clark vs. E. C. Clark 
Machine Company it was held that even subsequent 
creditors could recover a payment to stockholders in 
impairment of capital. 

43 First National Bank vs. A. Heller Sawdust, 240 
Mich. 688. 

4 American Steel & Wire Company vs. Eddy, 130 
Mich. 266; Detroit Trust Company vs. Goodrich, 175 
Mich. 168. . 

48 Detroit Trust Company vs. Goodrich, 175 Mich. 
168. 

46 Section 7057, Comp. Laws 1897. 

47 Verner vs. General & C. Investment Trust (1894) 
2 rq 239; Bond vs. Barrow Haematite Steel Co. (1902) 
1 . $53. 
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sumed to be from income.** If at the time a 
dividend is declared capital stock is not im- 
paired, subsequent losses which impair the 
capital stock do not cause the dividend to 
be unlawful. 


DECREASE IN SURPLUS: RELATION TO 
CAPITAL STOCK 


Surplus may be decreased through losses 
and, as noted in the preceding section, by 
the declaration of dividends. It may also 
be decreased through the issue of stock 
dividends and by repurchase of the com- 
pany’s capital stock. 


Stock Dividends 


A stock dividend ordinarily is distin- 
guished by two features, first, an issue of 
stock to the stockholders in proportion to 
their holdings and second, a reduction in 
surplus combined with a corresponding in- 
crease in capital stock. 

Concerning the legitimacy of a stock 
dividend, the court made an excellent state- 
ment in Williams vs. Western Union Tele- 
graph Company,” “If it (the corporation) 
can issue stock in payment of property to 
be obtained by it as part of its capital for its 
legitimate uses, why may it not issue stock 
in payment for property in effect purchased 
of them and added to its permanent capital 
and which they relinquish the right to have 
divided? So long as every dollar of stock 
issued by the corporation is represented by 
a dollar of property, no harm can result to 
individuals or the public from distributing 
the stock to stockholders.” 

Whether a stock dividend or an unusual 
cash dividend belongs to the income or 
corpus of a life estate with succession to a 
remainderman is a question which the courts 
have had difficulty in deciding. Three rules 
have been evolved, all of which are affected 
by the distinction between capital stock and 
surplus. The Kentucky rule awards all divi- 
dends to income.®® The Massachusetts rule 
regards all cash dividends as income and 


48 Soehnlein vs. Soehnlein, 146 Wis. 330; Miller vs. 
Payne, 150 Wis. 354. 

4993 N. Y. 190. 

50 Cox vs. Gaulbert’s Trustee, 148 Ky. 407. 
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stock dividends as belonging to the corpus 
of an estate.*' The Pennsylvania rule con- 
siders the time when the surplus was 
earned.” If the surplus divided was earned 
before the beginning of the life estate, the 
dividend is corpus and belongs to the re- 
mainderman; if after the beginning, it is 
income and goes to the beneficiary. 

Hence under the Pennsylvania rule par- 
ticularly, and under the other rules also, it is 
necessary to know that a dividend is from 
surplus and does not impair the capital 
stock. Although the Kentucky rule awards 
all distributions to income, certainly a divi- 
dend in impairment of the capital stock 
would not be considered income, but rather 
a liquidation of the corpus. 

Also, under the third rule, if the court 
holds that a dividend shall not be allowed 
from net earnings when the capital stock is 
impaired, the earnings which make up this 
deficit will go to increase the value of the 
corpus, and it will be impossible ever to 
declare these earnings as dividends even 
though they were earned during the period 
of the life estate. 


Purchase of Corporate Stock 


The corporation statute prior to 1929 gave 
the corporation no express power to buy its 
capital stock. But neither was the power 
denied. In spite of the doctrine that a cor- 
poration possesses only such powers as are 
specifically granted to it by its charter, or 
as are incidental thereto,®® the courts have 
held that a solvent corporation may pur- 
chase its own stock in the absence of express 
provisions to the contrary. An insolvent 
corporation cannot purchase shares of its 
stock because such action would injure the 
rights of creditors.» The decision in Me- 

5! Minot vs. Paine, 99 Mass. 101. 

*2 Smith’s Estate, 140 Pa. 344. 

58 Orr vs. Lacey, 2 Doug. 253. 

54 McIntyre vs. E. Bement’s Sons 146 Mich. 74; 
Reith vs. University Housing Corporation, 247 Mich. 
104; Stott vs. Orloff, 261 Mich. 302; Cole vs. Cole 
Realty Co., 169 Mich. 347; New England Trust Co. vs. 
Abbott, 162 Mass. 148; Barrett vs. King, 181 Mass. 
476; Silversmiths Company vs. Reed & B. Corp., 199 
Mass. 371; Brown vs. Little, Brown & Company, 168 
N. E. (Mass.) 521. 


55 Reith vs. University Housing Corporation, 247 
Mich. 104; Stott vs. Orloff, 261 Mich. 302. 
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Capital Stock and Surplus 


Intyre vs. E. Bement’s Sons, to the effect 
that a solvent corporation can purchase its 
stock, was questioned by the respondent in 
lufkin Rule Company vs. Secretary of 
He argued that corporation 
organized under Act No. 232 has no right 
to purchase its own shares.” The court did 
not determine the question in this case. The 
question was not again raised until Barden 
ys. A. Heller Sawdust Company,®* in which 
case the court decided that a solvent corpo- 
ration might purchase its own stock, “at 
least when done from surplus,” while an 
insolvent corporation could not do so be- 
cause against public policy. 

The phrase ‘“‘at least when done from sur- 
plus” is significant. Act No. 267, Public 
Acts of 1929, gives the first express privilege 
to the corporation to buy its own stock, and 
Act 327, P. A. 1931 allows the corporation 
to purchase its stock only from surplus.®® An 
exception is made in the case of redeemable 
preferred shares, which can be retired 
against capital stock. 

Prior to the 1929 act, the statute allowed 
a corporation to increase or decrease its 
capital stock by a vote of } of the shares of 
the corporation. The secretary of state was 
compelled to allow such reduction upon 
proper filing, with him, of notice of such 
action. Under the present statute, any con- 
templated reduction in the capital stock of 
a corporation must be authorized by a state 
board to become effective. Consequently any 
increase in capital stock through a transfer 
from surplus (as in the case of a stock divi- 
dend, or directly from paid-in surplus) can 
not readily be reversed. Besides the right to 
redeem preferred stock under contract, the 
only other method allowed the corporation 
to reduce its capital stock is the privilege of 
purchasing its shares from surplus. 

If preferred shares are redeemed, capital 
stock can be reduced to the extent that the 


56146 Mich. 74. 

57 163 Mich. 30. 

58 240 Mich. 549. The court again expressed the rule 
in Reith vs. University Housing Corporation, 247 Mich. 
104. 

589 Section 37. Section 10 of this act (compiled laws 
of 1934) allows this privilege if such action does not 
impair the capital (stock) of the corporation. 
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consideration therefor was declared by the 
board of directors to be the amount of 
capital stock. Such stock when redeemed has 
the character of unissued and authorized 
shares. Stock can be resold only when pur- 
chased ‘from surplus.” What constitutes a 
purchase from surplus will be considered 
shortly. Redeemable preferred stock if 
bought before the redemption date must be 
bought from surplus; but at the redemption 
date an appropriate amount can be trans- 
ferred from capital stock to surplus. 

The section of the statute relating to the 
redemption of preferred shares is somewhat 
ambiguous. The words seem to imply that 
purchases, as distinguished from redemption, 
may be made against capital stock if the 
remaining assets are “sufficient to pay any 
debts of the corporation.”” The words “re- 
deemed” and “‘purchased”’ seem to be used 
interchangeably here; yet a distinction is 
drawn between them elsewhere in the sec- 
tion. Shares shall be purchased from surplus; 
they shall be redeemed against capital stock. 
Stock purchased can be resold at any price 
fixed by the board of directors; stock re- 
deemed can be reissued only at a price that 
would be legal for shares originally issued. 

It is clear that the statute distinguishes 
between preferred shares at the redemption 
date and all other shares including redeem- 
able preferred shares before the redemption 
date. The latter class of stock, “all other,” 
can be purchased only if such action does 
not impair the capital (stock) of the cor- 
poration (Section 10), and such purchase is 
to be made from surplus (Section 37). What 
is the significance of this provision? 

It appears that this provision of the 
statute may modify the practice adopted by 
accountants in interpreting the purchase of 
stock by the corporation, logically con- 
sistent though the practice is. 


6 Sec. 37, Act 327, P. A. 1931. 

& Act No. 327, Public Acts 1931, of which section 10 
reads, in part, “Provided, That no corporation shall use 
its funds or property for the purchase of its own shares 
of capital stock when such use would cause any impair- 
ment of the capital of the corporation.” In Stott vs. 
Orloff, 261 Mich. 305, the court interpreted “impair- 
ment of capital” as a turning out of income-producing 
assets “outside of surplus and profits” in payment for 
such stock. 
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The accountant, naturally enough, views 
the purchase of a share of stock as a reduc- 
tion in the number of shares of capital stock 
and also as a reduction in the total capital 
stock. Assets have been reduced by the price 
of the share of stock; and the value of the 
stockholders’ interest in the corporate assets 
has likewise been reduced. In effect, the 
contribution of a stockholder to the enter- 
prise has been refunded. 

The statute, however, provides that the 
purchase of stock shall be made from surplus. 
How will the court interpret this restriction? 
The court has clung to the early view that 
the word “surplus” means the actual assets 
that have been accumulated through years 
of successful operation or those, other than 
capital stock, which were contributed by 
stockholders, or the addition of increased 
asset values. Since the surplus is constituted 
by a portion of assets, the purchase of stock 
from a fund of assets known as surplus will 
necessarily decrease surplus, just as pouring 
water from a glass will lower the water in 
the glass, not in the nearby bucket. And it 
is the court’s interpretation of the statute, 
not the statute itself, which is enacted law. 

Likewise, the court views capital stock as 
a trust fund for the benefit of creditors. 
Although the number of shares of stock 
which a corporation may have outstanding 
can be reduced at will, the capital stock 
cannot be decreased except by state author- 
ization. This is a fundamental doctrine of 
the Michigan court and will probably over- 
rule any legislative enactment which seeks 
to set it aside or modify it. The capital stock 
shall not be impaired; the fund shall be kept 
intact. If assets are paid out in the purchase 
of stock they must come from some other 
fund; they cannot come from the capital 
stock fund. The purchase must be made 
from surplus.” 

The court’s interpretation will have con- 
siderable balance-sheet significance. The ac- 
countant is loathe to forsake his logic. He 
insists that the phrase “from surplus’ means 


62 Lewis, in his article published in Accounting 
Review, June, 1933, suggests the possible alternative of 
treating repurc hased stoc *k as treasury stock, i.e., carry- 
ing it as an asset. He admits that this is probably not 
the intent of the statute, even though he finds no ex- 
press prohibition in the Michigan statute against carry- 
ing it as an asset. 


The Accounting Review 


“to the extent that there is surplus.”’ The 
reduction is made against capital stock, and 
is limited by the amount of surplus. Surplus 
is not reduced; it merely expresses a limit. 

It may be that the court will construe a 
corporation’s accounts as a convenient 
method of recording facts and will allow a 
method which, while not strictly in accord 
with the interpretation of the courts, does 
accomplish the same result, preservation of 
the capital stock “fund.” It may be that the 
corporation will be allowed to reduce the 
capital stock account upon purchase of its 
shares if, at the same time, the corporation 
recognizes in its accounts that a correspond- 
ing amount of surplus must be maintained. 
When the stock is resold, an amount of 
surplus equal to the second consideration 
will be freed. The balance sheet will show: 


Capital stock, issued at 110...... .$100,000 
$10 per share declared to be sur- 


plus 
Less, Stock purchased at par (200 


. 20,000 $ 80,000 
Surplus, 
Paid-in surplus, $10 persh......$ 10,000 
Appreciation surplus. . 25,000 
Earned surplus.......... 12,000 
47,000 
Surplus to purchase 
stock...... .$ 20,000 
27,000 
Total surplus 47 ,000 
Total net worth $127 , 000 


For elucidation to the board of directors, 
a schedule should accompany the balance 
sheet, the schedule being somewhat as 
follows: 

The surplus first to be appropriated for the purchase 
of stock is the sum of paid-in and appreciation surplus. 
Earned surplus shall last be appropriated for this pur- 


pose because of the possibility of declaring common 
dividends from earned surplus and from none other: 


Paid-in surplus........... 
Appreciation surplus. ... . 


Less, Surplus appropriated to pur- 
Surplus which, together with 
earned surplus, is available for 
preferred dividends. .......... $15,000 
Earned surplus, available for com- 
mon dividends............... 
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A balance-sheet treatment in accord with 
the court’s probable interpretation of the 
statutory provision that shares shall be 
purchased from surplus will show the 
amount paid for such stock as a direct de- 
duction from surplus. Since the court defines 
surplus with reference to “‘net assets,’’® it 
seems logical to consider appreciation sur- 
plus as available for the purchase of stock. 
It is in the corporation’s interest, and no 
doubt legally permissible™ to deduct the 
amount paid for purchased stock first from 
the sum of paid-in and appreciation surplus, 
leaving earned surplus available for common 

8 The court’s designation of the difference between 
the total of assets and the amount of liabilities. From 
this difference the amount of capital stock is deducted 
to determine the amount of surplus. 

“ Although possibly not ethically justifiable, it is 
possible to use funds in excess of par value, paid in by 


preferred stockholders, to buy stock, preferred or 
common, from favored shareholders. 


dividends as long as there remains apprecia- 
tion or paid-in surplus. The most important 
argument against the first treatment is that 
formal state-authorized action is necessary 
to reduce the capital stock, and hence a 
treatment showing a reduction in capital 
stock is not in accord with the facts. The 
solution rests on the view adopted as to the 
purpose of accounts. The first treatment 
assumes that it is the function of accounts to 
record business facts from the viewpoint of 
the proprietors or stockholders, and that 
this approach must be modified in accord 
with the legal situation. But it refuses the 
position that the legal viewpoint determines. 
It is the writer’s opinion that the weight of 
argument, both practical and logical, is with 
the proprietary viewpoint, rather than the 
legal, in determining the accounting treat- 
ment. 


STATE TAXATION OF CORPORATE INCOME 


Harry L. Kunze 


insistent duty.’ It must be equally 

obvious that with increasing govern- 
mental activities there will be an increase 
in the tax burden. Legislative bodies in their 
efforts to balance budgets, will have to look 
to all available sources for revenue. It is to 
be expected that they will rely more and more 
upon the income tax which has proved so 
successful in a large and rapidly increasing 
number of states. 

There are special problems involved in the 
taxation of incomes by states which are not 
encountered in the Federal income tax. One 
of these is the allocation of income from 
business crossing state lines to the different 
states having an interest in that business for 
taxing purposes. In an address by Ogden 
Mills, Secretary of the Treasury, before the 
Association of the Bar of the City of New 
York in April 29, 1932, it was stated that 
this was perhaps the most important prob- 
lem involved in the use of an income tax by 
the states. This thesis deals in the main with 


T": payment of taxes is an obvious and 


1 Bankers Trust Co. vs. Blodgett, 260 U.S. 647, 651, 
43 Sup. Ct. 233, 67 L. Ed. 439, 442 (1923). 


the question of apportioning the net income 
of manufacturing corporations among vari- 
ous states having claims to it. It is im- 
possible, however, to get a proper under- 
standing of this question without constantly 
keeping in mind the constitutional limita- 
tions on the taxing powers of the states. 
Moreover, the tax on net incomes is a new 
and undeveloped tax as compared to prop- 
erty, excise and other taxes. The law is not 
settled on all points and it is frequently 
necessary to review the decisions on other 
forms of taxation in order to have some idea 
of what might take place in the income tax 
field. 

The Federal Constitution restricts in 
several ways the right of a state to tax. 
Sec. 10 of Art. 1 provides that “‘no State 
shall, without the consent of Congress, lay 
any imports or duties on imports or exports, 
except what may be absolutely necessary for 
executing the inspection laws.”’ There is an 
implied limitation that no state shall tax 
the instrumentalities of the Federal Govern- 
ment. The Fourteenth Amendment states 
“nor shall any State deprive any person of 
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life, liberty, or property, without due process 
of law; nor deny to any person within its 
jurisdiction the equal protection of the 
laws.”” One more important provision re- 
mains—the last listed here but by no means 
the least in its effect upon our problem— 
Clause 3 of Sec. 8 of Art. 1 gives to Congress 
the power to regulate commerce among the 
several states. 


STATE TAXATION AND THE COMMERCE 
CLAUSE 


Although this clause does not contain any 
express statement about taxes, it has played 
a most important part in tax decisions. The 
theory has been that any state tax which 
amounts to a direct burden on interstate 
commerce is an interference with a power 
granted to Congress and therefore beyond 
the power of the state. This has been well 
stated as follows: 


By the Constitution (article 1, section 8, clause 
3) the power to regulate interstate commerce is 
expressly committed to Congress and therefore 
impliedly forbidden to the States. The purpose in 
this is to protect commercial intercourse from 
invidious restraints, to prevent interference 
through conflicting or hostile state laws and to 
insure uniformity in regulation. It means that in 
the matter of interstate commerce we are a single 
nation—one and the same people. All the states 
have assented to it, all are alike bound by it, and 
all are equally protected by it. Even their power 
to lay and collect taxes, comprehensive and 
necessary as that power is, cannot be exerted in a 
way which involves a discrimination against such 
commerce.” 


It was early seen that if states could tax 
interstate commerce without limit they 
could stop such commerce at state lines and 
there would be nothing left for Federal 
regulation. This principle does not prevent 
a state from taxing the property of com- 
panies engaged in interstate commerce.’ 
And the property may be valued on the 
basis of a going concern.* 


2 Pennsylvania vs. West Virginia, 262 U. S. 553, 596, 
43 Sup. Ct. 658, 67 L. Ed. 1117 (1923). 
’ Pullman’s Palace Car Co. vs. Pennsylvania, 141 
U.S. 18, 11 Sup. Ct. 876, 35 L. Ed. 613 (1891). 
* Galveston, H. & S. A. Ry. Co. vs. Texas, 210 U.S. 
52 L. Ed. 1031 (1908). 


The Accounting Review 


In Adams Express Co. vs. Ohio,' state 
officials were permitted to use a valuation far 
in excess of the value of the companies’ 
horses, wagons, and furniture considered ag 
separate and distinct objects. Income was 
thus indirectly taxed in that earning ca- 
pacity established the value of the system 
as a whole. As to a state tax on gross re- 
ceipts from interstate commerce, the general 
rule is that the tax is unconstitutional.® In 
Crew Levick Co. vs. Pennsylvania’ a tax was 
declared void as a regulation of interstate 
commerce and a duty on exports where it 
was levied upon the business of selling 
merchandise in such commerce and was 
measured by a percentage of the gross trans- 
actions. It was held to be a direct burden 
since the state took a part of each dollar 
received, and the fact that internal transac- 
tions were taxed in the same way did not 
save it. These cases illustrate the short- 
comings of sales taxes imposed by states. 


State excise taxes are closely examined by 
the Supreme Court and the statutes impos- 
ing them must be carefully drawn if they 
are to be sustained. Apparently there is no 
limit on the power of a state to lay this type 
of tax on its own corporations irrespective 
of where their business is done. This was the 
holding in Cream of Wheat Co. vs. County 
of Grand Forks as the plaintiff in that case 
had incorporated under the laws of North 
Dakota but all of its business and property 
was wholly outside that state. The State 
Supreme Court construed the tax as one 
upon the privilege of being a corporation 
and the United States Supreme Court held 
it to be valid. 

The situation is much different where a 
corporation doing business in one state has 
been created in another state. In Interstate 
Transit Inc. vs. Lindsey,’ Tennessee un- 
successfully attempted to tax an Ohio Cor- 
poration for the privilege of doing an inter- 
state bus business. Missouri was prevented, 


5 165 U.S. 194, 17 Sup. Ct. 305, 41 L. Ed. 683 (1897). 

6 Phila. Steamship Co. vs. Pennsylvania, 122 U. 5. 
326, 7 Sup. Ct. 1118, 30 L. Ed. 1200 (1887). 

7245 U S. 292, 38 Sup. Ct. 126, 62 L. Ed. 295 (1917). 

8 253 U.S. 325, 40 Sup. Ct. 558, 64 L. Ed. 931 (1920). 

9 283 U.S. 183, 51 Sup. Ct. 380, 75 L. Ed. 953 (1931). 
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State Taxation of Corporate Income 


in Ozark Pipe Line Corp. vs. Monier,‘® from 
collecting an annual franchise tax even 
though it was measured by only that part 
of the capital stock and surplus employed 
inthe state. The company transported crude 
petroleum by pipe line and the court treated 
its business as exclusively interstate. It is 
not clear how far a state may go in taxing 
a foreign corporation that carries on a local 
business along with interstate transactions. 
The court in Baltic Mining Co. vs. Mass." 
ruled as constitutional an annual excise tax 
on the authorized capital stock of a Michi- 
gan corporation where the tax was not to 
exceed in any one year the sum of $2,000. 
Just what part, if any, of this decision is 
still law is doubtful in view of the following 
language used in Alpha Portland Cement 
vs. Mass.” 


It must now be regarded as settled that a state 
may not burden interstate commerce or tax prop- 
erty beyond her borders under the guise of regu- 
lating or taxing intrastate business. So to burden 
interstate commerce is prohibited by the com- 
merce clause; and the Fourteenth Amendment 
does not permit taxation of property beyond the 
state’s jurisdiction. The amount demanded is un- 
important when there is no legitimate basis for 
the tax. So far as the language of Baltic Mining 
Co. vs. Massachusetts, 231 U. S. 68, 87 (34 S. Ct. 
15, 58 L. Ed. 127) tends to support a different 
view it conflicts with conclusions reached in later 
opinions and is now definitely disapproved. 


It should be added that while it is a gen- 
eral rule that a state may prescribe such 
conditions as it chooses in permitting a 
foreign corporation to come into the state 
to engage in ordinary business, this rule does 
not apply to a corporation transacting inter- 
state business. Western Union Telegraph 
Co. vs. Kansas“ and decisions following it 
are authority for the principle that a cor- 
poration engaged in domestic and interstate 
business may continue to do business un- 
affected by state imposed conditions which 
violate constitutional rights. 


ae 206 U. S. 555, 45 Sup. Ct. 184, 69 L. Ed. 439 
1 931 U. S. 68, $4 Sup. Ct. 15, 58 L. Ed. 127 (1913). 
® 268 U. S. 203, 218, 45 Sup. Ct. 477, 481, 69 L. Ed. 

916 (1995). 

8 216 U.S. 1, 30 Sup. Ct. 190, 54 L. Ed. 355 (1910). 
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This brief summary of the law on excise 
taxes has been presented because of the close 
relationship of this type of tax to the income 
tax. The validity of a general state income 
tax on the profits arising out of interstate 
commerce was established in the important 
case of United States Glue Co. vs. Oak 
Creek. The corporation was organized in 
Wisconsin and operated an extensive manu- 
facturing plant there, selling its goods in 
that state, in other states and foreign 
countries. In holding that the Wisconsin 
income tax law was not so direct a burden 
as to constitute a regulation of the interstate 
business of the plaintiff the court said: 


The difference in effect between a tax measured 
by gross receipts and one measured by net in- 
come, recognized by our decisions, is manifest and 
substantial, and it affords a convenient and work- 
able basis of distinction between a direct and 
immediate burden upon the business affected and 
a charge that is only indirect and incidental. 
A tax upon gross receipts affects each transaction 
in proportion to its magnitude and irrespective 
of whether it is profitable or otherwise. Conceiv- 
ably it may be sufficient to make the difference 
between profit and loss, or to so diminish the 
profit as to impede or discourage the conduct of 
the commerce. A tax upon the net profits has not 
the same deterrent effect, since it does not arise 
at all unless a gain is shown over and above ex- 
penses and losses, and the tax cannot be heavy 
unless the profits are large. Such a tax, when im- 
posed upon net incomes from whatever source 
arising, is but a method of distributing the cost 
of government, like a tax upon property, or upon 
franchises treated as property; and if there be 
no discrimination against interstate commerce, 
either in the admeasurement of the tax or in the 
means adopted for enforcing it, it constitutes one 
of the ordinary and general burdens of govern- 
ment, from which persons and corporations other- 
wise subject to the jurisdiction of the states are 
not exempted by the Federal Constitution be- 
cause they happen to be engaged in commerce 
among the States.'® 


It will be observed that the court care- 
fully distinguished between a tax on gross 
income and a tax on net income from inter- 
state business as the former had been de- 


4 247 U. S. 321, 38 Sup. Ct. 499, 62 L. Ed. 1135 
1918). 
16 247 U.S. 321, 328, 329. 
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clared contrary to the Constitution. There 
is a real difference between them. Two cor- 
porations may have the same sales but the 
cost of doing business may be much greater 
for one than the other causing a wide vari- 
ance in net results. It should be noted that 
the corporation was organized under the 
laws of the taxing state and that the business 
was both domestic and interstate. The actual 
decision therefore may be limited to those 
facts even though the language used was 
quite broad. These points are emphasized 
because Alpha Portland Cement Co. vs. 
Mass." decided several years later has been 
interpreted as prohibiting states from levy- 
ing an income tax on a foreign corporation 
engaged solely in interstate commerce.’ The 
cement company was a New Jersey corpora- 
tion having its principal office in Penn- 
sylvania. Traveling salesmen solicited orders 
in Massachusetts which were accepted in 
Pennsylvania and shipments were made into 
Massachusetts from various places outside 
of the state. That the court did not treat the 
tax as laid on income is evidenced by its 
statement that: 


The right to lay taxes on tangible property or 
on income is not involved; and the inquiry comes 
to this: May a State impose upon a foreign cor- 
poration which transacts only interstate business 
within her borders an excise tax measured by a 
combination of two factors; the proportion of the 
total value of capital shares attributed to trans- 
actions therein, and the proportion of net income 
attributed to such transactions?!® 

The question was answered in the nega- 
tive. The decision has caused much diffi- 
culty. It raises the problem of an excise tax 
measured by net income—which problem 
will be discussed later. It is believed that 
the case does not prevent states from reach- 


16 Cited in Note 12, supra. 

17C, W. Gerstenberg, Report of Committee on 
Standardization and Simplification of the Business 
Taxes, 1929 Proc. Nat'l. Tax Ass’n. 152. See also 
Frederic Sammond, Three Common Constitutional 
Misconceptions of Income Tax Law, 8 Wis. Law, Rev. 
199 (1933); Mabel Newcomer, State Taxation of Inter- 
state Income of Manufacturing Corporations, Vol. 15, 
Nat’l. Tax Ass’n. Bulletin, p. 10 (1929); R. S. Ford, 
The Status and Certain Tests of Uniformity in Allocat- 
ag Corporate Income 17 Nat’l. Tax Ass’n. Bulletin 96 
1932). 
18 268 U.S. 203, 216. Cited in Note 12, supra. 
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ing the net income of interstate commerce, 
Those states which have trouble with excise 
taxes might well turn to the general income 
tax. Much of the above has been very well 
summarized by Magill in the following 
manner: 


It is evident that a state must frame its corpo- 
ration excise tax with a careful eye to the formal 
requirements imposed by the Supreme Court. 
Some fish will escape its net; it cannot impose 
this type of tax (though it could impose a prop. 
erty or an income tax) upon a foreign corporation 
doing a wholly interstate business. But if the cor- 
poration does a local business, the state may 
successfully impose excise taxes, so long as it 
measures the tax formally by property employed 
locally, or by local earnings.'® 


What has been said indicates the law on 
the subject as it stands today. There exists 
some dissatisfaction with it, however, on the 
question of what does or does not amount 
to an invalid burden on interstate commerce. 
It will be remembered that the Constitution 
says nothing about taxes or burdens in its 
provision concerning interstate commerce. 
It is through the interpretation of the Su- 
preme Court that we have the doctrine that 
the states may not interfere with the power 
of Congress to regulate interstate business, 
or in general, with any agent exercising 
Federal functions. This was settled long ago 
by Chief Justic Marshall in McCulloch vs. 
Maryland,” the case in which he made the 
widely quoted statement that “the power to 
tax involves the power to destroy.”’ The way 
in which this theory was later applied to 
interstate commerce is shown in the state- 
ment: 


It is hardly within the scope of the present dis- 
cussion to refer to the disastrous effects to which 
the power to tax interstate or foreign commerce 
may lead. If the power exists in the state at all, 
it has no limit but the discretion of the state, 
and might be exercised in such a manner as to 
drive away that commerce, or to load it with an 
intolerable burden, seriously affecting the busi- 
ness and prosperity of other states interested in 
it, and if those states, by way of retaliation, or 


19 Roswell Magill, Taxation of Property and Busi- 
ness as Affected by the Commerce Clause, 1932 Proc. 
Nat'l. Tax Ass’n. 242, 254. 

20 4 Wheat. 316, 4 L. Ed. 579 (1819). 


otherwis 
most COI 
aflairs.”" 


It wa 
had 
power 
trifling 
could | 
tax at 
nation: 

This 
ina di 

But 
attemp 
attemp 
withou 
power t 
court s 


Thi 
preme 
only 
crimil 
has b 
tions 
point 
inters 
in 
privil 
as th 
unfai 
some 
pay. 
inter 
take 
com] 
corp 
com 
cond 
Pipe 
land 
men 
Hol 
He 
opir 


imerce, 
EXCise 
income 
ry well 
lowing 


COrpo- 
formal 
Court. 
impose 
A prop- 
oration 
he cor- 
e may 
as it 
ployed 


on 
exists 
on the 
nount 
nerce, 
ution 
in its 
rerce, 
e Su- 
that 
ower 
ness, 
‘ising 
ago 
h vs. 
the 
er to 
way 
d to 
tate- 


dis- 
yhich 
rerce 
t all, 
tate, 
is to 
h an 
d in 
1, or 
3usi- 
roc. 


otherwise, should impose like restrictions, the ut- 
most confusion would prevail in our commercial 


affairs.”! 


It was assumed by the court that if a state 
had some power, that it could exercise the 
power without limit. If it could lay a tax 
trifling in amount then a prohibitory tax 
could be laid, it was supposed, and so no 
tax at all must be allowed if it affects a 
national power. 

This idea was criticized by Justice Holmes 
in a dissenting opinion in these words: 


But this court which so often has defeated the 
attempt to tax in certain ways can defeat an 
attempt to discriminate or otherwise go too far 
without wholly abolishing the power to tax. The 
power to tax is not the power to destroy while this 
court sits.” 


This seems to be a sound view. The Su- 
preme Court should declare unconstitutional 
only those taxes that unduly affect or dis- 
criminate against a Federal function. There 
has been a tremendous growth in corpora- 
tions since the early decisions involving this 
point and a large part of business today is 
interstate commerce. Corporations dealing 
in such business exercise many of the same 
privileges and receive the same protection 
as those doing local transactions and it is 
unfair that they should not have to pay 
some of the taxes which the latter have to 
pay. What the state fails to collect from 
interstate companies it must of necessity 
take from other sources—very often from 
competing concerns. It seems unjust that 
corporations engaged exclusively in foreign 
commerce should escape a tax under the 
conditions present in such cases as Ozark 
Pipe Line Co. vs. Monier* and Alpha Port- 
land Cement™* mentioned above. Other 
members of the Court besides Justice 
Holmes have expressed themselves similarly. 
He and Justice Brandeis concurred in an 
opinion of Justice Stone who stated: 


Nor can I find any practical justification for 


2 122 U.S. 326, $46. Cited in Note 6, supra. 
_® Panhandle Oil Co. vs. Miss. ex Rel Knox, 277 
— 223, 48 Sup. Ct. 451, 72 L. Ed. 857, 859 
a Cited in Note 10, supra. 
* Cited in Note 12, supra. 
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this distinction or for an interpretation of the 
commerce clause which would relieve those en- 
gaged in interstate commerce from their fair 
share of the expense of government of the states 
in which they operate by exempting them from 
the payment of a tax of general application, which 
is neither aimed at nor discriminated against 
interstate commerce.” 


Attention is called to the fact that in the 
quotation above from Pennsylvania vs. West 
Virginia® that the word “discrimination” 
was used and not the word “burden.” It is 
submitted that any general tax should be 
permitted and that the regulation of inter- 
state commerce could be adequately pro- 
tected by declaring invalid only those taxes 
which are actually discriminatory. We have 
seen that a tax on the property used in 
interstate business and a tax on the net 
income arising from interstate transactions 
are constitutional, and yet they must be 
paid by such commerce indirectly. The test 
should not be whether the tax is direct or 
indirect but whether the tax operates un- 
fairly against the interstate commerce as 
compared with other commerce. 


TAXES MEASURED BY NET INCOME 


The average person, no doubt, would see 
little difference between a tax on a certain 
thing and a tax on something else measured 
by that thing. The Supreme Court has often 
found that there is a distinction. In 1909 
Congress placed a tax on corporations on the 
privilege of doing business in the corporate 
capacity, which tax was measured by the 
net annual income of each company. The 
statute was soon thereafter construed to be 
an excise tax on the doing of business in a 
certain way, and not an income tax, al- 
though the amount was determined by net 
income and notwithstanding that some of 
the income was derived from tax exempt 
municipal bonds. The court said: 


It is therefore well settled by the decisions of 
this court that when the sovereign authority has 
exercised the right to tax a legitimate subject of 
taxation as an exercise of a franchise or privilege, 


25 Helson vs. Kentucky, 279 U. S. 245, 253, 49 Sup. 
Ct. 279, 73 L. Ed. 683 (1929). 
26 Cited in Note 2, supra. 
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it is no objection that the measure of taxation is 
found in the income produced in part from prop- 
erty which of itself considered is non-taxable.?’ 


The view that the tax was not direct but 
an excise was necessary in order to sustain 
it. Pollock vs. Farmers Loan and Trust Co.?8 
had ruled the income tax Act of 1894 a 
direct tax and therefore in violation of the 
Constitution which required direct taxes to 
be apportioned among the states. The two 
taxes were distinguished on the ground that 
one was on the actual doing of business under 
the corporate type of organization while the 
other was imposed because of ownership of 
property. According to this view the Six- 
teenth Amendment to the Constitution was 
not necessary so far as corporate income was 
concerned. 

The State of New York levied a tax on 
foreign manufacturing and mercantile cor- 
porations for the privilege of doing business 
in New York which was computed by taking 
a percentage of the net income for the pre- 
ceding year for each corporation. This tax 
was ruled in Bass, Ratcliff and Gretton vs. 
State Tax Commission”® to be not a direct 
tax on the income but a privilege tax 
measured by the income. 

In 1927 a limitation was placed on the 
principle set forth in the Flint case. In 
Miller vs. Milwaukee,*° Wisconsin attempted 
to tax dividends received from Wisconsin 
corporations to the extent that they were 
paid from interest on United States bonds 
credited to surplus. Under the law stock- 
holders were not taxed where the corporation 
paid a tax upon its entire income but if only 
a part of the corporate income was assessed 
then only a corresponding part of the divi- 
dends received was exempt. The court de- 
clared the state law bad, as it was designed 
to do indirectly what could not be done 
directly. A new element was thus introduced 
in testing the validity of a statute; i.e., the 
purpose back of it. An analogous question 

27 Flint vs. Stone Tracy Co., 220 U. S. 107, 165, 31 


Sup. Ct. 342, 55 L. Ed. 389 (1911). 

*8 157 U. S. 429, 15 Sup. Ct. 673, 39 L. Ed. 759 
(1895). 

2° 266 U.S. 271, 45 Sup. Ct. 82, 69 L. Ed. 282 (1924). 
( 3 * U. S. 713, 47 Sup. Ct. 280, 71 L. Ed. 487 
1927). 
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arose a short time later in Macallen Co. ys, 
Massachusetts.*! There the State of Massa- 
chusetts imposed an excise tax on a domestic 
corporation which owned United States 
Liberty Bonds, Federal Farm Loan Bonds, 
and other securities. The tax was for the 
privilege of doing business and was measured 
by net income which included interest on the 
above securities. This income under the law 
as originally drawn was expressly exempted, 
The majority of the court concluded that the 
legislature had an unlawful purpose in mind 
when it amended the act to include interest 
collected from United States bonds. Justice 
Stone in a dissenting opinion concurred in 
by Justices Holmes and Brandeis saw no 
such sinister purpose. The majority also 
looked upon Flint vs. Stone Tracy as being 
an extreme case but did not overrule it. The 
decision left the law in this field in an un- 
settled state. Since legislative motive is a 
difficult thing to determine, and ordinarily 
is not considered in tax cases, it made the 
validity of any particular statute very un- 
certain. 

The question came up again in Educa- 
tional Films Corporation vs. Ward when the 
court had before it another New York law 
which laid an annual tax on each domestic 
corporation for the privilege of exercising its 
franchise. The rate was 43% of that part 
of the entire net income for the preceding 
year as was allocated to the state. The 
question was whether the measure of the 
tax could include income from copyrights 
when such Federal instrumentalities could 
not be directly taxed. The court upheld the 
tax which was not found to be aimed at 
copyrights, and in the course of the opinion 
made this statement: 


It is said that there is no logical distinction 
between a tax laid on a proper object of taxation, 
measured by a subject-matter which is immune, 
and a tax of like amount imposed directly on the 
latter; but it may be said with greater force that 
there is a logical and practical distinction be- 
tween a tax laid directly upon all of any class of 
government instrumentalities, which the Consti- 
tution impliedly forbids, and a tax such as the 


31 279 U. S. 620, 49 Sup. Ct. 432, 73 L. Ed. 874 
(1929). 
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10. Vs, present which can in no case have any incidence, discussion is valid even though it has an 
Lassa. § unless the taxpayer enjoys a privilege which is jncidental effect on the federal government. 
nestic | 8 proper object of taxation, and which would not The facts in Alpha Portland Cement vs. 
States be open to question if its amount were at Massachusetts have been briefly stated. 
}onds, The tax in that case was measured in part 
or the It is interesting to note here that since by net income which measure itself would 


sured [this decision we have Fox Film Corporation have been taxable but the tax was held bad 
on the vs. Doyal® holding, without dissent, that because the subject was bad. The decision 
1e law copyrights are not instrumentalities of the has been much discussed and criticized. One 
ypted. | Federal Government and that gross receipts reference to it follows: 

at the of royalties are subject to state taxation. The decision boils down to this (Alpha Ce- 
mind Educational Films was said not to apply ment): Even though it be conceded that a tax 


terest since the tax was not based on net income, on property may be imposed on property em- 
ustice but of course a case exactly like it would ployed in interstate commerce and that a tax 
red in not arise now. If gross receipts from copy- on net income may be imposed on net income 
W no rights are taxable there certainly would be from interstate commerce, nevertheless an excise 
also no question about the validity of a taxon ©” doing business measured by property properly 
being the net income. Not long before in a five- taxable and by net income properly taxable may 
. The four decision, Long vs. Rockwood,** Massa- pirat et the only business done is inter- 
n un- chusetts was not allowed to tax the income So be it, since it is so held. The thing for Massa- 
de derived from patents but that case was  chusetts to do now is to get out its baptismal font 
narily definitely overruled. and re-baptize its tax into a tax on net income 
le the Facts very similar to those in the Macallen and a tax on property.*” 

y un- case were present in the recent case of ' , 

Pacific Company vs. Johnson** but the court It is not proposed here to discuss the cases 
duca- came to a different conclusion. Again we had where excise taxes hav e been measured by 
n the a corporate franchise tax with net income ™€@™S other than net income. The results of 
k law used as the yardstick in ascertaining the ® few of the decisions, however, will be 
nestic amount. The California statute involved ex- briefly stated. It has already been noted 
ng its pressly included in the net income the in- that a direct tax upon gross receipts derived 

part come from tax exempt bonds. The majority from interstate commerce 1S unconstitu- 
eding of the court found no discrimination while tional.** But taxes have been sustained — 

The Justice Sutherland dissenting with Justices COMP@nles doing interstate business where 
f the Van Devanter and Butler thought the legis- their gross receipts were used as an index me 
rights lature intended to reach an illegal object sure of the taxes.’ Another tox similarly 
could just as in the Macallen case and could see calculated was ruled bad in a divided opinion 
d the no real distinction between them. The reason 28 being merely an attempt to tax the gross 
ed at why the tax in Miller vs. Milwaukee was bad, receipts themselves, the majority saying: 
inion it was explained, was because the measure _—_ The distinction between a tax “equal to” one 

of the tax there used excluded all income per cent of gross receipts, and a tax of one per 

acta except that from government bonds. It cent of the same, seems to us nothing, except 
otis seems then that the principle emphasized in where the former phrase is the index of an actual 
mune, [f Educational Films is still followed—that a Sttempt to reach the property and to let the 
on the non-discriminatory tax of the kind under interstate traffic and the receipts from it alone: 
e that 36 Cited in Note 12, supra. 
mn be- ® 282 U. S. $79, 391, 51 Sup. Ct. 170, 75 L. Ed. 400 37 T. R. Powell, Business Taxes and the Federal 
ass of (1931). Constitution, 1925 Proc. Nat’l. Tax Ass’n. 164, 172. 
onsti- *% 286 U. S. 128, 52 Sup. Ct. 546, 76 L. Ed. 1010 38 Cited in Note 6, supra. 
ee (1982), 3° Maine vs. Grand Trunk R. Co., 142 U. S. 217, 


“277 U. S. 142, 48 Sup. Ct. 468, 72 L. Ed. 84 12 Sup. Ct. 121, 35 L. Ed. 994 (1891). Pullman Co. vs. 

(1928), Richardson, 261 U. S. 330 (1923). 

d. 874 % 285 U. S. 480, 52 Sup. Ct. 424, 76 L. Ed. 893 40 Galveston H. & S. A. Ry. Co. vs. Texas, 210 U.S. 
(1932), 217, 227, 28 Sup. Ct. 638, 52 L. Ed. 1031 (1908). 
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In the Crew Levick case cited above" it 
was held that a state tax measured by the 
gross business transacted in interstate com- 
merce was a regulation of that commerce. 
In Panhandle Oil Co. vs. Mississippi the 
court said: 


To use the number of gallons sold the United 
States as a measure of the privilege tax is in 
substance and legal effect to tax the sale.” 


Capital stock has frequently been used as 
the measure of taxes. In the Western Union 
Case“ a privilege tax based on the total 
authorized capital of a foreign corporation 
was held bad as a burden on interstate 
business as the capital stock represented all 
of the company’s business and property. 
A few years later an excise tax of a certain 
per cent of the authorized capital stock of a 
foreign corporation but which was limited 
in amount was upheld.“ The decision in 
that case, however, was not followed when 
the same kind of tax again came before the 
court. An annual fee levied on a foreign 
corporation for the privilege of exercising 
its franchise ascertained by taking a part of 
the authorized shares was ruled invalid as 
the authorized shares were greatly in excess 
of those actually outstanding. 

It is not to be inferred that a large number 
of these decisions are inconsistent. The cases 
have been cited to show that there is no 
simple rule which can be used to test the 
validity of a tax on one thing measured by 
something else. It seems that all of the sur- 
rounding circumstances in each case are 
considered which aid the court in determin- 
ing just what is in fact being taxed. That 
the tax is in lieu of other taxes, that it is 
small in amount, that it shall not exceed a 
definite limit, that it is not discriminatory, 
are examples of factors which have favored 
its validity. 

It is apparent, though, that there is much 


4! Cited in Note 7, supra. 

#2 277 U.S. 217, 222, 48 Sup. Ct. 451, 72 L. Ed. 857, 
859 (1928). 

48 Cited in Note 18, supra. 

#4 Cited in Note 11, supra. 

46 Cudahy Packing Co. vs. Hinkle, 278 U. S. 460, 
49 Sup. Ct. 204, 73 L. Ed. 454 (1928). 

46 Air-Way Electric Appliance Corp. vs. Day, 266 
U.S. 71, 45 Sup. Ct. 12, 69 L. Ed. 169 (1924). 
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uncertainty and confusion in this field of 
taxation. 


TREATING THE WHOLE BUSINESS OF A 
COMPANY AS A SINGLE SYSTEM 
—THE UNIT RULE 


We have seen that a general net income 
tax may be collected by a state from cor- 
porations transacting interstate business, 
The legality of such a tax seems reasonably 
well settled but the determination of the 
amount of the tax presents many difficulties 
which have not been satisfactorily over- 
come. Each state should tax only that in- 
come which is produced within its borders, 
But how much of the total income of a com- 
pany is earned in one state when it carries 
on essential operations in three or four 
states? That is the question before every 
state which levies an income tax upon cor- 
porations and, to date, each state has its 
only particular answer. There are two gen- 
eral ways of attacking the problem. Separate 
accounting may be used where the nature of 
the business permits and where proper 
records are kept. Various allocation formulas 
have been developed as a second method 
which must be resorted to where the items 
of income and expense are not or cannot be 
directly assigned to the state. Such would 
be the case where a concern deals in a series 
of related transactions and no basis exists 
for separating them into distinct parts. This 
type of enterprise was recently described 
and compared with others in these words: 


. .. its business is unitary. That term is simply 
descriptive, and primarily means that the concern 
to which it is applied is carrying on one kind of 
business—a business, the component parts of 
which are too closely connected and necessary to 
each other to justify division or separate con- 
sideration, as independent units. By contrast, a 
dual or multiform business must show units of a 
substantial separateness and completeness, such 
as might be maintained as an independent busi- 
ness, and capable of producing a profit in and of 
themselves.‘” 


The unitary theory developed as a method 
of ascertaining the value of property used in 


47 Maxwell vs. Kent Coffey Mfg. Co., 204 N. C. 365, 
168 S. E. 397, 399 (1933). 
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interstate commerce. For example, the mile- 
age of railroad tracks within a state as com- 
pared with the total mileage was taken as 
the proportion of the total going value 
assignable to the state.** This rule was used 
in Adams Express Co. vs. Ohio even though 
the physical property within the taxing state 
was relatively small, the court saying: 


No more reason is perceived for limiting the 
valuation of the property of express companies 
to horses, wagons, and furniture, than that of 
railroad, telegraph, and sleeping-car companies 
to roadbed, rails, and ties; poles and wires; or 
cars. The unit is a unit of use and management, 
and the horses, wagons, safes, pouches, and 
furniture; the contracts for transportation facili- 
ties; the capital necessary to carry on the busi- 
ness, whether represented in tangible or in- 
tangible property, in Ohio, possessed a value in 
combination and from use in connection with the 
property and capital elsewhere, which could as 
rightfully be recognized in the assessment for 
taxation in the instance of these companies as 
the others.*® 


It was further pointed out that a unity of 
ownership alone was not enough; that a 
manufacturing company and a store under 
a common ownership but located in differ- 
ent states would be separate businesses. 

Certain limitations were later placed on 
the unit principle. A state with less than 
eight thousand dollars worth of property 
within its borders, belonging to a certain 
company, was not permitted to include in 
its assessment ratio several million dollars 
worth of property outside the state which 
was not used in the business of the com- 
pany.*° The assumption that the value of a 
railroad was evenly distributed in accord- 
ance with its main track mileage was held 
not warranted where the land of the taxing 
state was comparatively level and where 
valuable terminals were in other states.5 
There have been several income tax deci- 
sions in which the unitary doctrine was ruled 
inapplicable. 


*8 Cited in Note 3, supra. 
165 U.S. 194, 221, 222, 17 Sup. Ct. 305, 41 L. Ed. 
argo vs. Hart, 193 U.S. 490, 24 Sup. Ct. 498, 
48 L. Ed. 761 (1904). 4 
5! Wallace vs. Hines, 253 U. S. 66, 40 Sup. Ct. 435, 
64 L. Ed. 782 (1920). 


The apportionment of the total income of 
a company on the basis of mileage was held 
bad in a case where the company had two 
disconnected railroad lines, one wholly 
within the taxing state and the other en- 
tirely outside. The earnings per mile of the 
latter were greater than for the line inside 
so the tax improperly reached income earned 
outside the state.” 

The plaintiff in Standard Oil Co. vs. 
Thoresen® was engaged in marketing refined 
oils in the State of North Dakota. The pro- 
duction and refining processes were carried 
on in other states. The state contended un- 
successfully that the business should be 
treated as a unit. The court found that the 
market value of the oil in the state at any 
time could be readily determined. This de- 
cision was followed in a similar case where 
the plaintiff did practically no manufactur- 
ing in Wisconsin but maintained tanks and 
filling stations there. Nearly half of the oil 
stored in Wisconsin was sold outside the 
state. All products shipped into Wisconsin 
were charged to the business of that state 
at market prices. The Supreme Court of the 
state, in ruling against the tax commission, 
said: 

The statute does not enjoin upon the com- 
mission the use of that method which will pro- 
duce the largest amount of taxable income, but 
rather that method which will most justly ap- 
portion the income properly taxable in Wiscon- 
sin. Here it appears conclusively that it is possible 
to ascertain the income derived from business 
transactions in Wisconsin by the application of 
proper accounting methods. 


It is seen that in both of the Standard Oil 
cases the manufacturing operations were 
separated from the business of the selling de- 
partments by means of market values. It is 
on this point that the cases are distinguished 
from those in which the concerns were 
treated as a single unit for purposes of taxa- 
tion. These two decisions do not necessarily 
render allocation formulas useless. Very 


( — & N. Ry. Co. vs. Query, 56 F. 2d. 172 
1 
53 99 F. 2d, 708, C. C. A. 8th Cir. (1928). 
% Standard Oil Co. vs. Wis. Tax Com., 197 Wis. 
630, 638, 223 N. W. 85 (1929). 
55 See Mabel Newcomer, State Taxation of Inter- 
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often fair market values would not be avail- 
able. In many cases the ordinary manu- 
facturing company would not find it pos- 
sible or practicable to accurately separate 
the producing and selling transactions. The 
courts could easily find in a more or less 
complex situation that the accounting meth- 
ods used do not show a proper division of 
the net income. 

While the idea that a corporation which 
makes and sells goods is ordinarily a unitary 
business wasexpressed in Hans Rees’ Sonsvs. 
North Carolina,®* the Supreme Court of the 
United States viewed the evidence produced 
by the company as showing that the North 
Carolina allocation statute operated to reach 
profits not attributable to that state. 

The company manufactured and sold 
leather. It was incorporated in the State of 
New York and maintained a warehouse and 
sales office in that state. Its tannery in 
North Carolina was used as the manufactur- 
ing plant and supply house. From it ship- 
ments were made to the warehouse in New 
York and directly to customers on New York 
orders. The company undertook to divide 
its total income into three distinct parts: 
that derived from buying, from manufactur- 
ing, and from selling. It was said that the 
buying profit came from skillful purchases 
in a fluctuating hide market; that the manu- 
facturing profit resulted from savings in the 
cost of its own tanning operations as com- 
pared with the cost of tanning done by con- 
tract; and that the selling profit came from 
cutting the leather in such a way as to meet 
the needs of individual customers. The state 
court looked upon these operations as com- 
ponent parts of a single unit, but the Su- 
preme Court held that even though a partic- 
ular enterprise was unitary in that the ulti- 
mate gain came from all of its activities, yet 
the apportionment should not be made re- 
gardless of evidence. 

The evidence offered is not set out in de- 
tail and it does not appear exactly how or to 
what extent the company attributed its in- 


state Income of Manufacturing Corporations, Vol. 15 
Nat'l. Tax Ass’n. Bulletin, p. 10 (1929). Cited in Note 
17, supra. 

56 283 U. S. 123, 51 Sup. Ct. 385, 75 L. Ed. 879 
(1981). 
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come to each of the three sources alleged. It 
is submitted that that would be a very diffi- 
cult thing to show and it is doubtful if tax 
commissions and the courts should under- 
take to pass upon any such attempts. The 
problem resembles the old one of ascertain- 
ing which leg is the most important leg of a 
three-legged stool. 


ALLOCATION FRACTIONS AND THE 
SUPREME COURT 


The allocation fraction has been defined 
as: 


the means whereby the total net income or the 
total valuation of a business concern is split up 
and given a situs in a given jurisdiction to avoid 
the well-nigh impossible task of assigning to that 
jurisdiction, item by item, the specific elements 
of income or value which would be accounted 
for in that jurisdiction if the business done 
therein were considered a separate accounting 
unit.57 


Where it is determined that the unitary 
theory is applicable, there still remains the 
difficult problem of dividing up the total in- 
come among those states in which the vari- 
ous processes producing the income have 
been carried on. The device which has been 
resorted to by the states is the selection of 
certain activities which take place within 
the state and are measurable and which 
when compared with the total activities of 
the taxpayer will indicate, it is assumed, the 
proportion of its total income which is 
earned within the state. Expressed in the 
form of a fraction it is: 


State Activities 
Total Activities 


taxable by the State. 


Several kinds of fractions have been con- 
sidered by the United States Supreme 
Court. The Wisconsin formula upheld in 
U.S. Glue Co. vs. Oak Creek,®* at that time, 
consisted of gross business and property in 
dollars in the state over total gross business 
and property in dollars within and without 


xXTotal Net Income =Income 


57 Report of Committee on Standardization and 
Simplification of the Business Taxes. C. W. Gersten- 
berg 1929 Proc. Nat’! Tax Ass’n 152, 153. 

58 Cited in Note 14, supra. 
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the state. Two years later a Connecticut 
statute came up in Underwood Typewriter 
Co. vs. Chamberlain®® which taxed such pro- 
portion of the whole net income of foreign 
corporations as the value of their real and 
tangible personal property within the state 
bore to all of their real and tangible personal 
property. The company was a Delaware 
corporation with its main office in New York, 
and branch offices in various states. Its man- 
ufacturing was done entirely in Connecticut 
while the greater part of its sales were made 
through branches outside the state. Applica- 
tion of the statute resulted in a fraction 
equal to 47 per cent. The company at- 
tempted to show that nearly all of its net 
profits were received in other states but it 
failed to convince the court that the propor- 
tion of 47 per cent was unreasonable. Quot- 
ing from the opinion: 

The profits of the corporation were largely 
earned by a series of transactions beginning with 
manufacture in Connecticut and ending with sale 
in other states. In this it was typical of a large 
part of the manufacturing business conducted in 
the State. The legislature in attempting to put 
upon this business its fair share of the burden of 
taxation was faced with the impossibility of allo- 
cating specifically the profits earned by the proc- 
esses conducted within its borders. It, therefore, 
adopted a method of apportionment which, for 
all that appears in this record, reached, and was 
meant to reach, only the profits earned within 
the State.® 


A New York statute was next considered 
in 1924 in the case of Bass, Ratcliff and 
Gretton vs. State Tax Company." The plain- 
tiff corporation brewed and sold ale. It was 
organized in England where all of its brewing 
was done and a large part of its sales were 
made. Branch sales offices were located in 
New York and Chicago. The ratio used in 
taxing the company included real and tan- 
gible personal property, notes and accounts 
receivable arising out of the business, and 
certain shares of stock given a situs in ac- 
cordance with the location of the physical 
property back of the stock. The reasoning of 


% 254 U.S. 113, 41 Sup. Ct. 45, 65 L. Ed. 165 (1920). 
% 254 U.S. 113, 120, 121 Cited in Note 59, supra. 
§ Cited in Note 29, supra. 


the Underwood case® was followed in up- 
holding the statute. In both these cases the 
court did not find the method adopted to be 
arbitrary, unreasonable, or an effort to reach 
profits produced outside, or that the com- 
plaining taxpayer had carried the burden of 
showing these things. The emphasis placed 
on the latter point no doubt will encourage 
companies to offer in evidence detailed com- 
pilations such as were submitted in the Hans 
Rees’ case.“ The taxpayer will be given an 
opportunity to show that the actual net in- 
come earned within the state was some other 
amount than that indicated by the statutory 
fraction. This privilege gives him an ad- 
vantage over the taxing authorities because 
he will attempt to make this showing of 
course only when the tax would be less. 
Where the tax would be greater no data will 
be presented and the allocation fraction will 
be used. It is not sufficient, however, to 
merely object to the use of a fraction, the 
burden must be assumed of showing what 
the courts will consider to be the true in- 
come. Nor will the fraction be declared in- 
valid because it includes only part of the in- 
come producing activities. For example, the 
important factor of sales was omitted in 
Underwood TypewriterCo. vs. Chamberlain™ 
and in the Bass, Ratcliff and Gretton case.® 
A state court in the recent decision of Max- 
well vs. Kent Coffey Mfg. Co. upheld an 
allocation formula that attributed practi- 
cally all of the net income of a manufacturing 
company to the State of North Caroline al- 
though nearly all of the sales were made 
without the state. The formula was made up 
from the fair cash value of real estate and 
tangible personal property. It would ob- 
viously throw the bulk of the income to the 
state in which the manufacturing was done 
even though other factors might be re- 
sponsible for a large share of the profits. 

The position of the courts with respect to 
the difficulties inherent in the use of alloca- 
tion formulas has been expressed as follows: 


8 Cited in Note 59, supra. 
8 Cited in Note 56, supra. 
& Cited in Note 59, supra. 
® Cited in Note 29, supra. 
% Cited in Note 47, supra. 
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The most that a court can do is to spot some- 
thing clearly bad, and much that is clearly 
questionable is not clearly bad. Judicial con- 
donations of modes of allocation should, there- 
fore, not be taken as tokens that those modes are 
the best that can be devised. Doubtless there is 
no such animal as an intrinsically good ratio. 
The best that can be hoped for is a good stab at 
a good ratio. More important than a good ratio 
is the adoption of identical ratios by the several 
states.* 

AFFILIATED CORPORATIONS 


With such complex corporate interrela- 
tionships as exist today the question was 
bound to arise as to the applicability of the 
unitary theory and apportionment fractions 
in the case of companies affiliated through 
stock ownership. As long as there are states 
without income tax laws, or marked differ- 
ences exist in the laws of those states which 
do tax corporate income, it is to be expected 
that transactions between related corpora- 
tions will be so arranged as will tend to keep 
down taxes. Sales and purchases may be 
made between parent and subsidiary com- 
panies at fictitious prices, or the profits of 
subsidiaries limited by various contracts, 
management fees, or other charges. In many 
cases the concerns are so closely related as to 
be virtually departments or branches of a 
single business with little possibility of ac- 
curately assigning a definite profit to each. 
Consolidated returns have been required as 
a solution to the problem. The total con- 
solidated profit reported is then divided up 
in accordance with the regular apportion- 
ment formulas. Where the profit and loss 
statements of a number of companies under 
one control are properly combined, inter- 
company transactions are eliminated and all 
other items of expense and income are pre- 
sented as they would be in the case of a 
single company. The combined statements 
show the condition or operating results of 
the entire organization in relation to the out- 
side world. Though it be true that a corpora- 
tion is a legal entity and in that sense sep- 
arate and distinct from another company 
which owns its stock, yet from a practical 
standpoint its assets and operations are con- 


87 Cited in Note 37, supra. Page 184. 
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trolled by the other company. In order to 
arrive at the true profit it may be necessary 
to disregard the entity idea, and the con- 
solidated return as developed and used jn 
regular accounting practice furnishes the 
means for doing so. 

There have been several important deci- 
sions where affiliated interests were involved, 
In Cliffs Chemical Co. vs. Tax Commission®* 
a company operating in Wisconsin at- 
tempted to transfer a large part of its profits 
to a shareholding corporation outside the 
state by distributing to it manufactured 
products at cost. The State Supreme Court 
looked upon the plan as a scheme to evade 
taxes and upheld the Tax Commission’s as- 
sessment based on market values for the 
product. 

The Studebaker Corporation which was 
organized in New Jersey sold motor cars in 
the State of New York through a company 
there under an agreement whereby the par- 
ent company shipped to it at the retail list 
price less fixed percentages. The terms of the 
contract were such that the New York con- 
pany showed substantial operating losses for 
a couple of years. These losses were absorbed 
by the parent company which made large 
profits during the same period of time. The 
State Commission determined that the net 
income taxable by New York should be the 
same as though the parent company had 
transacted the business in that State. This 
was approved as a fair method in the absence 
of data showing otherwise. The court said: 


It is very clear that the very large profits of the 
parent corporation . . . were made at the expense 
of its subsidiaries and since the parent corpora- 
tion took over the losses, notwithstanding its 
contract with its subsidiary, the agreement was 
manifestly not the proper basis for estimating the 
fair profits which, but for the agreement, could 
have been obtained by the relator, and was made 
for the purpose of avoiding income taxation in 
this state.® 


The situation of a manufacturing com- 
pany in one state and a related sales organ- 
ization in another state was present in the 


68 193 Wis. 295, 214 N. W. 447 (1927). 
69 216 N. Y. Sup. 208, 210 (1926). 
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ease of Palmolive Company vs. Conway.” 
The parent company, the Palmolive-Peet- 
Colgate Co. of Delaware, agreed to take the 
product of the Wisconsin company for the 
years 1925 and 1926 at factory cost plus 6 
per cent. This contract caused a marked re- 
duction in total sales and gross profits of the 
latter company as compared to previous 
years. The profits of the factory and the 
sales company were consolidated by the Tax 
Commission and the combined figure ap- 
portioned according to the Wisconsin stat- 
utes. This method was upheld by the deci- 
sions. The court concluded that the inter- 
corporate relations under the circumstances 
shown constituted a fraud upon the Wis- 
consin income tax laws. The corporations 
had practically the same officers and di- 
rectors. It was pointed out that when other 
companies manufactured soap upon a cost 
plus basis that they did so for only a small 
part of their total production. 

Another type of contract which limited 
gross profits was involved in Buick Motor 
Company vs. City of Milwaukee.” The plain- 
tif was a subsidiary sales corporation in 
Wisconsin under contract to buy from the 
parent company, the General Motors Corp- 
oration, automobiles and parts upon such a 
basis that the former’s net profit should 
amount to $2,500 per year. This figure was 
clearly fictitious as it was well known that 
there was a high volume of sales. The Tax 
Commission ascertained the income of the 
Wisconsin company by treating it as an in- 
dependent distributer. Sufficient records 
were obtainable to determine the profit on 
that basis, the intercompany contract being 
entirely disregarded. Overhead costs were 
allocated to Wisconsin on the basis of sales 
and Federal income taxes on the basis of in- 
come. This case furnishes an example where 
the Tax Commission determined the profits 
without consolidated returns but neverthe- 
less was permitted to look behind the cor- 
porate entity in order to get at the true facts. 

The decision was upheld on appeal where 
the court remarked: 


” 37 Fed. (2d) 114, 43 Fed. (2d) 226, 56 Fed. (2d) 
83, W. D. Wis. (1930). 
7 43 Fed. (2d) 385, E. D. Wis. (1930). 


Whatever other purpose such a contract might 
have, the conclusion seems quite irresistible that 
one of its objects was to transfer the income aris- 
ing from the business of such states as then had, 
or might thereafter enact, an income tax law, so 
that the income would not be taxable in the state 
where earned. This motive might not alone war- 
rant the state in ignoring the contract, but if 
appellant, notwithstanding the contract, con- 
tinued to earn the income upon business tran- 
sacted within the state, the contract would not 
serve to defeat the right of the state to tax the 
income so earned.” 


Burroughs Adding Machine Co. vs. Tax 
Commission was considered at the same 
time that the Buick case was before the 
courts. No written opinion was filed but sub- 
stantially the same views were expressed. 
The net profit of the sales company in Wis- 
consin was limited to a certain per cent of 
the capital stock. A consolidated return was 
requested but was refused. The Tax Com- 
mission then made a doomage assessment 
which the Federal Court directed the cor- 
poration to pay. This case illustrates the use 
of a weapon which is available to a state 
where it has no jurisdiction to compel con- 
solidated statements from a foreign corpora- 
tion. An assessment may be made upon what 
information is available or according to the 
best judgment of the tax commission. The 
taxpayer then has the burden of proof to 
show that the assessment is incorrect. 

That the emphasis placed upon fraud in 
some of the decided cases may place a heavy 
burden of proof upon the state has been ex- 
pressed in an article dealing with affiliated 
corporations. The writer points out how diffi- 
cult it may be for a state to show fraud, to 
prove that contracts are unfair, or that the 
subsidiary is actually controlled by the par- 
ent company where the companies have care- 
fully arranged all details and have gone 
through the proper forms. He suggests that: 
... The presumption, which it is submitted a 
statute could create, would be that affiliated 
companies have a unity of use. This presumption, 
which would of course be subject to refutation by 
the taxpayer, would simply extend the doctrine 
that unity of use is presumed of all the property 


7 Buick Motor Co. vs. City of Milwaukee, 48 Fed. 
(2d) 801, 803, C. C. A. 7th Cir. (1931). 
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of one corporation to that of affiliated corpora- 
tions. What constitutes affiliation could be de- 
fined as a fixed percentage of stock ownership by 
the same interests. Minor hardships suffered by 
a few parties should be permitted as part ofa 
taxing system designed to prevent what is prob- 
ably a widespread practice of shifting assets and 
income among affiliates to minimize taxation.” 


That states will meet difficulties along 
this line has been recently demonstrated in 
Curtis Companies, Inc. vs. Wisconsin Tax 
Commission.” The plaintiff was a holding 
company owning practically all of the shares 
of a producing company in Wisconsin which 
reported income under the separate account- 
ing method. It was claimed by the state that 
the true income was not reflected due to the 
arbitrary allocation of advertising and gen- 
eral administrative charges, the rental 
charged for the use of the plant which was 
owned by the plaintiff, and the fixed per- 
centage of gross profit allowed the producing 
company on sales to distributing subsidi- 
aries. The state attempted to consolidate the 
incomes of the companies and make an ap- 
portionment of the total income. It was con- 
tended that this was the proper basis if taxes 
would otherwise be avoided and that it was 
not necessary to show intent on the part of 
the taxpayer to evade income taxes. The 
Supreme Court of Wisconsin did not agree 
with this contention. The Wisconsin stat- 
utes” dealing with corporate tax evasion and 
consolidated statements were held not ap- 
plicable as it was not shown that the inter- 
corporate contract was unfair and that it 
was used in order to avoid the income tax 
law. That there was no proof of attempted 
tax evasion, it was said, distinguished the 
case from the Cliff Chemical, Palmolive and 
Buick cases described above. 

The decision may be explained on the 
ground that the court interpreted the stat- 
utes as not granting to the Tax Commission 
the power it claimed; not that the legisla- 
ture could not have granted such powers. 
The result, nevertheless, is unfortunate. The 

% Application of the Unit Rule to Affiliated Cor- 
porations, 32 Col. Law Rev. 513, 521 (1932). 

% 214 Wis. 85, 251 N. W. 497, 92 A. L. R. 1065 


(1934). 
7 Sec. 71.25 (1) and (2) Wis. Stats. 
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taxing authorities should possess such 
powers as are necessary to assess taxes on 
what may be ascertained as the true in. 
come. Much income will escape taxation if a 
state can question intercorporate transac- 
tions and arrangements only when it can 
prove that they represent devices used with 
intent to conceal profits. 


THE WISCONSIN FORMULA AND 
RELATED STATUTES 


It is necessary to make a careful study of 
the laws of a particular state in order to see 
what problems are involved in the taxing of 
income in which other states are interested. 
The State of Wisconsin has taxed income 
since 1911, or longer than any other state 
using a modern income tax law. The Wis- 
consin statutes will serve well to illustrate a 
number of points and to make the discus- 
sion more definite. The following outline of 
the Wisconsin statutes dealing with our 
problem shows the income divided into two 
main classes :7 


A. Income which follows the situs of the: 
1. Business 
Transacted within state.. Where 
within and without, income deter- 
mined by: 
a. Separate accounting 
b. Apportionment 
c. By Tax Commission in excep- 
tional cases 
2. Property 
Real estate and tangible personal 
property, by: 
a. Operation 
b. Sale 
c. Lease 


B. Income which follows the residence of 
the recipient: 

1. Intangible personal property (Ex- 
cept where it constitutes the stock in 
trade of a business). 

2. Personal service 
Mental and physical labor 


All business income derived in whole or in 
part in the state is taxable. Where the busi- 


76 Sec. 71.02 (3) (c) and (d), Wis. Stats. 
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ness is carried on within and without the 
state only the income from such business as 
is transacted within the state is subject to 
tax. This is true for both residents and non- 
residents as the test does not depend on 
residence. 

Income derived from tangible property 
may be obtained from its operation, its sale, 
or its lease, and is taxable if the property is 
located in Wisconsin. This rule applies ir- 
respective of the residence of the person re- 
ceiving the income. Although Wisconsin 
might have the power to tax the income of a 
resident of the state derived from tangible 
property located outside the state, yet it 
makes no attempt to do so. This seems a 
highly desirable practice but one that is not 
followed in all states. The State of New York 
recently included the rental received from 
real estate situated in Ohio and also the 
profit made on the sale of a portion of the 
property there in the calculation of the in- 
come of one of her residents. The courts of 
that state ruled that the rental income was 
not taxable and gave as their authority the 
following which was taken directly from the 
Pollock vs. Farmers Loan and Trust Co.case: 
“An annual tax upon the annual value or an- 
nual user of real estate appears to us the 
same in substance as an annual tax on the 
real estate, which would be paid out of the 
rent or income.’’”? The tax on the profits 


7 Pierson vs. Lynch, 237 App. Div. 763, 263 N. Y. 
Supp. 259 (1933). 

The statement taken from the Pollock case is widely 
quoted and has been interpreted in different ways. The 
principle there set forth was used as recently as 1932 
by the Supreme Court of Illinoisin Bachrach vs. Nelson 
349 Ill. 579, 182 N. E. 909, as a basis for holding the 
1932 Illinois Income Tax Statute unconstitutional. The 
constitution of the State of Illinois provided that the 
Legislature could impose only occupation, franchise, 
or privilege taxes, and property taxes based on value. 

¢ income tax was ruled invalid because it was on 
property and not levied in proportion to value. The 
court quoted with approval from the Opinion of the 
Justices, 220 Mass. 613, 624; 108 N. E. 570, 574; 1915 
that “A tax upon the income of property is in reality 
a tax upon the property itself. Income derived from 
property is also property. Property by income produces 
its kind—that is, produces property and not something 
different.” 

The same argument was presented in an attempt to 
have the Wisconsin Income Tax Law declared invalid 
but ”~ contention was answered in these words of the 
court: 


“The inapplicability of the rule of the Pollock Case 
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from the sale, however, was upheld on the 
theory that these profits were not so directly 
connected with the real estate. The court 
cited Willcuts vs. Bunn, 282 U S. 216, 51 
S. Ct. 125, 75 L. Ed. 304, 1931 that: 


The tax upon profits made upon purchases and 
sales is an excise upon the result of the combina- 
tion of several factors including capital invest- 
ment and, quite generally, some measure of 
sagacity; the gain may be regarded as “the crea- 
tion of capital, industry, and skill.” 


Income from intangibles is assigned ac- 
cording to the place of residence of the in- 
come receiver. Wisconsin thus follows the 
rule of mobilia personam sequuntur. The test 
of taxability is the residence of the recipient 
of the income regardless of where the services 
were performed or the location of the per- 
sonal property. The above is made applicable 
to corporations by Section 71.02 (3) (e)"8 
which states that the residence of a corpora- 
tion shall be determined by the location of 
its principal business no matter from which 
state it received its charter. The purpose of 
this section is no doubt to prevent a cor- 
poration from escaping taxation of the in- 
come of intangibles by merely incorporating 
in some other state which has no income tax 
law. Since the residence of a corporation is 
ordinarily considered to be that of the state 
granting its charter it is doubtful if some 


here presented seems so plain as to require little com- 
ment. There can be no doubt of the proposition that 
income taxation of a progressive character, in addition 
to taxation of property, is directly authorized by the 
Constitution of Wisconsin as amended in 1908. Words 
could hardly be plainer to express that idea than the 
words used. From them it clearly appears that taxation 
of property and taxation of incomes are recognized as 
two separate and distinct things in the state Constitu- 
tion. Both may be levied, and lawfully levied, because 
the Constitution says so. However philosophical the 
argument may be that taxation of rents received from 
property is in effect taxation of the property itself, the 
people of Wisconsin have said that ‘property’ means 
one thing, and ‘income’ means another; in other 
words, that income taxation is not property taxation, 
as the words are used in the Constitution of Wisconsin.” 
State vs. Frear, 148 Wis. 456, 184 N. W. 673, 689, 
1912. 

78 A foreign corporation whose principal business is 
carried on or transacted in Wisconsin shall be deemed a 
resident of this state for income tax purposes, and its 
income shall be determined and assessed as if it were 
incorporated under the laws of Wisconsin, notwith- 
standing its domicile is elsewhere. Sec. 71.02 (3) (e) Wis. 
Stats. 
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other state can domesticate it for tax pur- 
poses. The legality of this section of the Wis- 
consin Act has been ably discussed by Ed- 
mund B. Shea who stated: 


The statutory provision in question therefore 
would permit multiple taxation, and to uphold 
its validity would be wholly inconsistent with the 
thought of the supreme court expressed in its 
most recent declarations on that subject. The 
clause represents a frank attempt to tax non- 


(1) Non-Apportionable Income 
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residents upon income earned beyond the pro. 
tection of the laws of the taxing sovereignty and 
respecting which the latter renders no equivalent 
to the taxpayer.’® 


The application of the apportionment 
method of reporting is illustrated by the fol- 
lowing: 


79 Limits on State Power to Tax Incomes of Foreign 
Corporations, Marquette Law Rev. Feb. 1934, page 79. 


Wis. Total 
(a). Income which follows situs of property 
Profits from sale of capitalassets.........................00. $10,000 $12,000 
Rents from Real Estate................. 3,000 5,000 
(b) Income which follows residence of recipient 
Interest on bondsand 2,000 2,000 
(2) Apportionment Fraction 
(a) Tangible Property Used 
Machinery and Equipment..........................00000. 75 ,000 85 ,000 
$373 ,000 $389 ,000 
$273 ,000 $285 ,000 
Wis. Total 
Less: net value of above not used in producing apportionable 
$259 , 600 $260 ,000 96% 
Wis. Total Ratio 
(b) Cost of Manufacturing 
$225 ,000 $250 ,000 90% 
3)216% 
Average ratio forapportionment......................... 72% 
Less: All non-apportionable Income 21,800 
Add: Non-apportionable Income for Wisconsin (1)................ 18,300 
Total taxable income for Wisconsin....................0ceeeee0s $146 , 604 
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It will be noted that the income which 
follows the situs of the property and the 
residence of the recipient is calculated sep- 
arately and is deducted from the total in- 
come of the business in arriving at the ap- 
portionable income. This provision meets 
certain constitutional requirements which 
must be observed as is indicated in the de- 
cision of Alpha Portland Cement Co. vs. 
Knapp* written by J. Cardozo. In that case 
the New York statute which placed a tax 
upon foreign corporations was declared un- 
constitutional in so far as it taxed income 
irrespective of the situs of the assets from 
which the income was derived. The income 
from bonds and other securities was included 
in the income taxed although the securities 
themselves were not considered in the 
method of allocating the assets. 

Another section (71.02 (3) (d) 4.) per- 
mitting the Tax Commission to use in ex- 
ceptional cases such rules as may be neces- 
sary in order to arrive at a fair income, may 
prevent the entire apportionment statute 
from being declared unconstitutional in some 
case where it would clearly give an inequit- 
able result. One or more of the ratios may 
be excluded when the factors from which 
they are calculated are not present in the 
business or are comparatively unimportant. 
A corporation may, for example, buy all of 
the goods it sells, or it may buy a consider- 
able amount and make the rest. Either situa- 
tion can be met by eliminating the cost of 
manufacturing ratio or by giving it less than 
full weight. It will be observed from the il- 
lustration given above that the final appor- 
tionment percentage which is applied to the 
apportionable income is obtained by taking 
the arithmetical average of three separate 
percentage figures. It has been suggested 
that a better and more simple method would 
result if the several elements themselves 
were combined and thus an automatic 
weighting obtained in each case.*! This 
method was used at one time and it is said 
that it frequently gave more weight to cer- 


8 980 N. Y. 48 (1920). 

Three Common Constitutional Misconceptions of 
Income Tax Law, Frederic Sammond, 8 Wis. Law. Rev. 
199 (1938). 


tain factors than was justified by what was 
thought to be their contribution to the total 
income, and that the present method oper- 
ates more satisfactorily. 

It was also pointed out that the present 
provision in the Wisconsin law to the effect 
that sales are considered to be made in Wis- 
consin if made through or by offices located 
within the state, might be interpreted in 
such a way as to raise constitutional 
doubts.® That if the words “‘through or by” 
are taken literally, Wisconsin would be at- 
tempting to include many sales actually 
made in other states, but that fortunately in 
the present application of the statute a sale 
is treated as being made at the place where 
the actual contract is closed. 

The segregated or separate accounting 
method, it is stated in the Wisconsin In- 
come Tax Regulations, should be used in 
preference to the apportionment method 
when the nature of the business will permit.* 
While there are many difficulties encoun- 
tered in the operation of an apportionment 
fraction, the difficulties met in the use of the 
segregated method are generally as great or 
even greater. Sales, cost of goods sold, and 
certain expenses must be kept in separate 
records. Nor is the problem of overhead 
avoided, for the items making up overhead 
must be allocated and possibly on a variety 
of bases. Some of the items and bases sug- 
gested in the regulations are: 


Overhead Wis. sales to total sales 
or 
Direct cost of material 
and labor in Wis. to the 
total 
Federal income taxes Wis. income to total in- 
come 
Wis. tangible property to 
total tangible property 
Interest, dividends, and rentals received 
on investments in general are not subject to 
allocation. Related expenses are applied 
against these items of income and the net 
income is then taxed according to the situs 
of the property or the residence of the re- 
cipient. 
8 Cited in Note 81, supra. 
83 Article 602.1 p. 171 (1931). 
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SUGGESTED REMEDIES 


A great deal of thought has been given to 
the problem of apportionment of taxes be- 
tween states by various committees ap- 
pointed by the National Tax Association. 
Many valuable suggestions have been made 
from time to time and reported in the bul- 
letin of this organization: The Proceedings 
of the National Tax Association. It is un- 
fortunate that states have been slow to act 
on many of the suggestions. 

As early as 1922 a committee reported 
that: 


It is essential to have a uniform method of 
apportionment in all states and, hence, a com- 
promise system must be worked out. No correct 
method can be devised, as all results will be arbi- 
trary. The committee recommends that a uni- 
form mathematical formula for the apportion- 
ment of the net trading profit be incorporated in 
the statute of each state. Such a rule must con- 
sider both property and business, and the com- 
mittee recommends a fifty-fifty basis, only tan- 
gible property to be considered. The business 
factor should be measured by the sums paid out 
by the taxpayers for wages, salaries, and pur- 
chases, plus the amount of the receipts from the 
sale of the goods and products dealt in.** 


The committee gave equal weight to two 
main elements, property and business. Prop- 
erty was represented by the tangible capital 
invested, and business was measured by four 
items: wages, salaries, purchases, and sales. 
This fraction was approved of by very few 
states. 

Another committee reported in 1926. The 
difficulties involved were well put by this 
committee in the following language: 


The incorporation of companies in various 
parts of the country has given rise to many diffi- 
cult problems. The so-called “spawning states” 
—those in which corporations are organized but 
in which they do no actual business—have by 
their allurements, complicated the situation. 
Where is the domicile of a corporation that has 
a charter from Delaware, an executive office in 
New York, a plant in Pennsylvania and a prin- 
cipal sales office in Chicago? Its principal office, 


* Page 128 Blakey’s Digest and Index. Report of 
Committee on the Apportionment of Taxes between 
States, xv 198-215-222 (1922). 
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technically, is in Delaware but to call that state 
the state of domicile is the purest fiction.® 

Those states in which the principal busi- 
ness of a corporation is carried on may by 
statute, such as that in the Wisconsin law 
which we have already considered, treat the 
company as being a domestic corporation 
for taxation purposes. As pointed out above, 
it is not known how these statutes will fare 
in the courts, and there are other questions 
involved too.*%* And, using the illustration 
cited, these statutes can have no effect on 
the taxing powers of the State of Delaware, 
nor do they solve the problem of what tax 
New York is entitled to because of manage- 
ment, or Pennsylvania because of the man- 
ufacture, or Illinois because of the sales 
made in Chicago. 

The 1929 report of the committee*’ set 
forth four results which should be accomp- 
lished by the ideal apportionment fraction, 
and these may be summarized as follows: 


1. All states should use the same fraction. Uni- 
formity is essential if double taxation is to 
be avoided. 

2. The fraction must include sufficient factors 
to make the results as accurate as possible 
in order to be acceptable by all states. 

3. The fraction must be easy to determine in 
order to save time and expense for both the 
taxpayer and the state. 

4. The fraction must not run counter to any of 
the provisions of the Federal Constitution. 


The report also contained a summary of 
the various fractions that were then in use 
by the different states. 


85 Page 158, 1926 Proc. Nat. Tax Ass’n. Report of 
Committee on Simplification of State Taxation of Busi- 
ness Concerns. C. W. Gerstenberg, Chairman. 

86 e.g. What is meant by the principal place of busi- 
ness? In a bankruptcy case it was said: 

“.. the words ‘principal place of business’ imply 
that there may be more places of business than one, 
and call for the principal—i.e., the most important—f 
such places. This would indicate that what is had in 
mind is a place where business is actually done or trans- 
acted, rather than a place from which business is super- 
vised, directed, or controlled.”’ Roszell Bros. vs. Conti- 
nental Coal Corp., 235 Fed. 348, 357 E. D. Kty. (1916). 

Above affirmed in Continental Coal Corp. vs. Roszell 
Bros. C. C. A. 6th Cir. (1917). “But we think the place 
where the principal office is located is not necessarily 
the place where the principal business is carried on.’ 

87 Report of Committee on Standardization and 
Simplification of the Business Taxes. C. W. Gersten- 
berg, Chairman. 1929 Proc. Nat’l. Tax Ass’n. 152. 
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A very full report was made by the com- 
mittee in 1931. While it recognized the fact 
that the fractional apportionment method 
gave results which are only approximations 
to the truth, it pointed out that separate ac- 
counting is subject to the same criticism. 
When goods are shipped to a branch or a 
subsidiary company where separate accounts 
are kept, certain values must be assumed 
and the amount of the overhead and other 
items that should be included can be de- 
termined only by use of some allocation 
scheme. It was stated that according to the 
testimony of experienced accountants, sep- 
arate branch and subsidiary accounting is 
impracticable in the majority of cases.** The 
committee’s recommendations are very well 
summarized in the following paragraph: 


While separate accounting may be in some 
cases the most accurate method of apportioning 
income, it is too expensive and cumbersome in 
most cases for the taxpayer to be the prescribed 
method; that a fractional method prescribed by 
the statute uniformly for all businesses is likely 
to be the most satisfactory, and that in the ab- 
sence of a voluntary system of separate accounts 
that undeniably fairly reflects income attribut- 
able to a state, the statutory fraction should be 
the primary method established by law; that this 
primary method cannot be forced upon the tax- 
payer if it is unreasonable in an individual case, 
even though its general principle is reasonable; 
and that under restrictions that place some 
burden of proof on the tax commissioner, he 
should be given the option to show that an ap- 
plication of the fraction in an individual case will 
yield a tax below that to which the state is reason- 
ably entitled.*® 


Many of the principles set forth above 
were ably discussed a year later by William 
S. Elliott who pointed out the advantages 
in the use of fractional formulas. This was 
on the assumption, however, that all states 


_*§ In Article 602.1 of the Income Tax Regulations of 
Wisconsin, 1931, page 173, it is said: ‘‘As a general rule, 
the separate or segregated accounting method is not 
considered as reflecting the correct taxable income for 
Wisconsin in the case of manufacturing business carried 
on both within and without the State.” This method 
may be used by manufacturing businesses only in ex- 
ceptional cases. 

8° Allocation of Business Income. C. W. Gersten- 
~ for the Committee 1931 Proc. Nat’l. Tax Ass'n. 
p. $11. 
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use the same formula for it was his opinion 
that separate accounts even though much 
more expensive to maintain, were preferable 
to the present overlapping formulas. He 
further stated: 


There can be no progress in any direction until 
the states recognize the present deplorable situa- 
tion and agree to adopt uniform methods, in 
which case it will be just as easy to adopt a uni- 
form formula as separate accounting. Fractional 
apportionment, I believe, should be the primary 
method for apportionment of ordinary business 
income, and separate accounting the supple- 
mental method to be resorted to in special cases; 
and I might add that there will be far fewer 
special cases if and when the states adopt some 
uniform, well-balanced formula.” 


Various other suggestions and proposals 
have been made at different times. One plan 
would distribute net profits in proportion to 
the expenses incurred in each state in- 
volved.*! The capital investment would be 
converted into terms of current charges by 
means of a selected interest rate. For ex- 
ample, a rate of 6 per cent applied to an in- 
vestment of $1,000,000 would give $60,000 
and would be equivalent to actual outlays 
made during the period amounting to 
$60,000. 

Roswell Magill believes that an arrange- 
ment might be made, perhaps through a 
crediting device, whereby the Federal Gov- 
ernment would collect all taxes on the in- 
come of corporations doing interstate busi- 
ness and then make an apportionment to the 
states. 


So long as the states collect taxes on corpora- 
tions doing business in several states, some in- 
equalities in apportionment and administrative 
difficulties are inevitable. If these taxes were 
collected by the Federal Government exclusively, 
the corporations would profit from a simplified 
system, and multiple taxation would be elim- 
inated.” 


Others have thought that the solution may 
be in the Federal incorporation of companies 


90 1932 Proc. Nat'l. Tax Ass’n. p. 206. 

%1 Elimination of Double Taxation of Corporate Net 
Income. M. S. Howard. 8 Nat’l. Tax Mag. 329-331, 
1930. Reprinted in full in C. C. H. 1931, p. 985. 

% Cited in Note 18, supra., page 255. 
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engaged in interstate commerce.® It seems 
that Congress could pass such an act with- 
out a constitutional amendment. For ex- 
ample, it has been decided that the “regu- 
lation of commerce”’ clause in the Constitu- 
tion has given Congress the power which it 
may exercise through a corporation, if it sees 
fit, to construct a bridge for the accommoda- 
tion of interstate commerce;™ and to build 
railroads across the states. 

The problem of apportionment would be 
eliminated if the major change be made in 
our income tax laws which some recommend. 
It is their theory that the tax on the cor- 
poration itself should be discontinued and 
that the assessment be made directly against 
the stockholders for the amount of the cor- 
porate income. The tax would be collected 
in the states in which the stockholders re- 
sided, in accordance with the general rule as 
to income from intangibles. The amount of 
the tax for any one stockholder would be de- 
termined by his distributive share of the net 
profits, in much the same way that indi- 
vidual partners are now taxed for their share 
in the earnings of the firm. It does seem il- 
logical that business should be taxed in one 
way if carried on under the corporate type of 
organization, and in an entirely different 
way if carried on under the partnership form. 
Our present income tax laws do discriminate 
against the corporation. However, it is be- 
lieved that there is little likelihood that the 
states will surrender their right to tax cor- 
porations. The revenue secured from cor- 
porations is too great to give up, and it 
would be difficult to obtain if from other 
sources. Many states feel that they have a 


% Cited in Note 85, supra. 

Federal incorporation has been urged for other pur- 
poses. “Where each of the forty-eight states has its 
own particular method of chartering corporations there 
is, of course, a lack of uniformity in such important 
matters as capitalization, duties and qualifications of 
organizers and directors, objects of incorporation, and 
in the powers granted. 

What is needed is a federal statute dealing thor- 
oughly and systematically with the promotion, organ- 
ization, and management of corporations engaged in 
interstate commerce.” Outlines of Economics, Richard 
T. Ely. Fifth Edition. Macmillan Co. 1931, page 581. 

* Luxton v. North River Bridge Co., 153 U. S. 525, 
14 Sup. Ct. 891; 38 L. Ed. 808 (1894). 

% California vs. Central Pac. R. Co., 127 U. S.1,8 
Sup. Ct. 1073, 32 L. Ed. 150 (1887). 
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right to tax the income produced from busi- 
ness transacted within their borders, irre- 
spective of the residence of the recipients of 
the income. If, however, the business of cor- 
porations is to be taxed, to be consistent the 
business of partnerships and sole proprietors 
should also be taxed. This was recognized 
as early as 1919 and was expressed at that 
time in the third of three fundamental prin- 
ciples which should underlie a model system 
of state and local taxation. These principles 
as submitted by the committee of the Na- 
tional Tax Association are: 

1. The first is the principle that every person 
having taxable ability should pay some sort 
of a direct personal tax to the government 
under which he is domiciled and from which 
he received the personal benefits that 
government confers. 

2. That tangible property, by whomsoever 
owned, should be taxed by the jurisdiction 
in which it is located because it there re- 
ceives protection and other governmental 
benefits and services. 

3. The third principle, somewhat less clearly 
and generally exemplified by our tax law 
but discernible nevertheless, is that business 
carried on for profit in any locality should 
be taxed for the benefit it receives.% 

Taxation of all business, no matter by 
what type of organization it is carried on, 
as recommended in the third principle, would 
tend to eliminate some unjust multiple taxa- 
tion. As a great deal of interstate business is 
conducted by corporations, and as some 
states tax corporations which they have 
created on the theory given in the first prin- 
ciple while other states are taxing the same 
corporations on the theory that they are 
making possible the profits earned, it means 
that income from interstate business is par- 
ticularly subject to double taxation. 

These three principles have been cited 
with approval a number of times by author- 
ities but little has been done with respect to 
the third one. 

It has been stated that it is of greater im- 
portance that all states use the same alloca- 
tion fraction than that the fraction be 


% Report of the Committee Appointed to Prepare a 
Plan of a Model System of State and Local Taxation. 
1919 Proc. Nat’l. Tax Ass’n. page 426. 
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Depreciation and Savings 


strictly accurate. Very little progress has 
been made, however, in getting the states 
to adopt exactly the same fraction. It is 
doubtful if the states will get together of 
their own accord, and for that reason some 
believe that the Federal Government should 
allow a limited credit against its tax where 
the state tax is calculated by means of an 
approved method of apportionment in the 
case of corporations doing interstate busi- 
ness. Such a step might bring about much 
uniformity and simplification. 


CONCLUSION 


A general income tax constitutes the only 
certain means by which a state may reach 
the profits made in interstate commerce. 
Some provision must be made in state in- 
come tax laws for allocating the profits. 
Where the nature of the business permits 
and where accurate records are kept, the 
taxpayer is usually allowed to report on the 
basis of separate accounting. The method 
most widely used, however, is that of gen- 
eral apportionment fractions. As more and 
more states adopt income tax laws, it be- 
comes increasingly important that the same 
fraction be used by all states if unfair double 
taxation and unnecessary expense are to 
be avoided. That fraction should contain 
enough items to be as accurate as possible 
without being too complex. It must be 
reasonable, made from facts normally re- 
corded, easy to apply, and constitutional. 
Little uniformity has been achieved and 
progress in this direction is apt to be very 
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slow if present conditions continue.®’ It is 
submitted that the Federal Government 
could improve the situation greatly by al- 
lowing certain credits where a uniform frac- 
tion is used, or by the Federal incorporation 
or licensing of corporations engaged in inter- 
state commerce.*® 


97 “There is, however, one formula which stands a 
fair chance of general adoption, namely, the Massachu- 
setts formula. It has been used with general satisfac- 
tion to both tax payers and the state for over ten years. 
Five states have already adopted it, and six others are 
using fractions which do not differ greatly in result.” 
Ralph Coughenour Jones. ‘“The Campaign Against 
Double Taxation” Sept. 1934 Journal of Accountancy 
198, 207. 

A good summary and discussion of the different frac- 
tions used by states is given in an article on the “Al- 
location of Corporate Net Income for Purposes of 
Taxation” by Joseph Wallace Huston in 26 Ill. Law 
Rev. 725 (1932). Tables of fractions are also given in 
the following: 

Report of Committee on Standardization and 
Simplification of the Business Taxes. C. W. Gersten- 
berg, Chairman. 1929 Proc. Nat'l. Tax Ass’n. 152. 
State Taxation of Interstate Income of Manufacturing 
Corporations. Mabel Newcomer 1929 Vol. 15 Nat’l. 
Tax Ass'n. Bulletin p. 10, 11. 

The Status and Certain Tests of Uniformity in Al- 
locating Corporate Income. Robert S. Ford 1932 Vol. 
17 Nat'l. Tax Ass’n. Bulletin p. 96, 97. 

State Income Taxes II, National Industria] Confer- 
ence Board, 1930, pages 113-116. 

State and Local Taxation of Business Corporations, 
National Industrial Board, 1931, pages 80-81. 

88 The Federal Trade Commission recently had 
printed A STUDY OF, AND ASSEMBLY OF PRO- 
POSALS FOR, AND OF VIEWS FOR AND 
AGAINST FEDERAL INCORPORATION OR 
LICENSING OF CORPORATIONS, as Exhibit 6083 
of Part 69-A of Senate Document 92 (70th Congress, 
Ist Session). The report covers 143 pages and consists 
of official expressions, congressional bills proposed, 
party platforms, personal expressions of prominent 
individuals, views of the press, and actions by various 
organizations. 


DEPRECIATION AND SAVINGS 
H. G. 


a procedure whose desirability is now 

generally considered to be unques- 
tionable, and for the moment I am will- 
ing to accept that estimate of it. However, I 
do wish to challenge the desirability of the 
financial policy which fathered the pro- 
cedure. It appears to me from consideration 
of the accounts of several bankrupt enter- 


A proce for depreciation is in itself 


prises that the results of the policy have in 
the long run been productive of more harm 
than good, that by obscuring certain con- 
siderations relating to saving, it has led to 
losses which might otherwise have been 
avoided, and that it may therefore be wise 
to discontinue it. 

A policy, of course, must be judged by 
comparing the results which it actually 
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achieves with those which were expected of 
it. The policy of accounting for depreciation 
was designed to accomplish the maintenance 
intact of the capital sum invested in an enter- 
prise by preventing its impairment through 
the distribution of dividends to the full ex- 
tent of profits computed without regard to 
the diminution of the value of its capital 
assets as the result of wear, tear and obsoles- 
cence. The policy was imposed upon cor- 
porations doing business for profit by courts 
acting at the insistence of creditors deter- 
mined to enforce financial policies which 
would afford them maximum security for 
their credits, and investors anxious to guard 
against being deceived as to their own finan- 
cial position by the return of their savings 
in the guise of income. Both were seeking to 
preserve the capital upon which each de- 
pended for security. 

The purpose of the policy is accomplished 
by reducing the amount of funds otherwise 
available for distribution to stockholders 
by an amount estimated to be necessary to 
made good the diminution of the value of 
the capital assets. The accounting entry is 
simple: a debit to profit and loss and a credit 
to the reserve for depreciation—or to the 
reserve for depreciation, obsolescence and 
other revaluations, depending upon the vari- 
ous factors which may need to be taken into 
account in any particular case. The charges 
to profit and loss show year by year the 
amounts withheld in respect of each year’s 
operations; and the balance of the reserve, 
leaving out of account for the moment, ad- 
justments for assets retired or written off 
when fully depreciated, shows the accumu- 
lated amount of funds withheld. 

I know that this conception of the reserve 
for depreciation has been severely criticized, 
but nevertheless it is a popular view and I 
believe that at least in this matter the popu- 
lar view is not altogether incorrect. An ex- 
ample from an engagement which I worked 
on last winter will illustrate it. A codperative 
each year had returned to its members all 
the excess of the amounts charged for services 
over the cost thereof, including in the cost a 
provision for depreciation. About 1933 it 
became apparent that they would soon have 
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to replace substantially all their machinery 
and equipment, and they had no cash in 
their treasury with which to do it. In pros- 
perous times the financial problem might 
not have led the members to question the 
management as importunately as they did, 
but 1933 was not prosperous. The members 
pointed out to the management that each 
year it had withheld funds in respect of de- 
preciation and that the reserve for deprecia- 
tion showed a substantial balance. ‘“Where,” 
they asked, “is the money?” 

It was easy to answer the question. The 
balance sheet of the codperative was some- 
what as follows: 


Assets 
Current and working assets, net........... $30, 000 
Liabilities and capital 
Reserve for depreciation.................. $50,000 
Total liabilities and capital.............. $90 , 000 


It was apparent on the face of the balance 
sheet, and the appearance was borne out by 
further analysis, that most of the funds with- 
held in respect of depreciation had been in- 
vested in additions to capital assets. The 
members were satisfied, and set about look- 
ing for the necessary new funds in other 
directions. 

It will be noticed immediately that ac- 
counting for depreciation is_ significant 
financially only where there are profits be- 
fore depreciation. If there are no profits be- 
fore depreciation, there are no funds for dis- 
tribution anyway and recording an entry 
with respect to depreciation has absolutely 
no practical effect on financial policy. True, 
such an entry is necessary to state the full 
extent to which capital has been impaired as 
a result of operations, but to state that is 
merely to emphasize a fact that is already 
stated unpleasantly enough. 

The function of the reserve for deprecia- 
tion as a measure of the amount of funds 
withheld in respect of the depreciation of 
capital assets is, of course, seldom fully de- 
veloped. The reason is, briefly, that the 
reserve is seldom funded. And when it is not, 
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there is always the problem of tracing the 
disposition of the funds withheld in respect 
of it. In tracing this disposition it is useful to 
distinguish with regard to their capitaliza- 
tion, two categories of enterprises, those 
whose fixed capital has been obtained prin- 
cipally from funds returnable to the investors 
at fixed maturity dates and those whose fixed 
capital has been obtained principally from 
funds permanently invested. 

As an example in the first category assume 
an enterprise organized with a capital of 
$2,500 invested in working assets and a 
$10,000 plant with an estimated useful life 
of 10 years purchased with the proceeds of 10 
year sinking fund bonds. Its balance sheet at 
the date of its organization would be as fol- 
lows: 


Assets 
Liabilities and Capital 
Ten-year sinking fund bonds.............. $10,000 


Assume that it has operated ten years, just 
broken even on operations after providing 
for depreciation, met its sinking fund re- 
quirements of $1000 a year and has not ex- 
panded. At the end of the ten years its bal- 
ance sheet would look like this: 


Assets 
Sinking fund assets...................... 10,000 

Liabilities and Capital 

Ten-year sinking fund bonds.............. $10,000 

serve for depreciation.................. 10,000 

2,500 


The disposition of the funds withheld in 
respect of depreciation is plain. They are in 
the sinking fund, available for retirement of 
the bonds. Liquidation would be easily ac- 
complished; and, on the other hand, if it 
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were desirable to continue the enterprise, 
the problem of financing the purchase of new 
capital assets would likewise be clear. 

As an example in the second category, 
assume an enterprise organized with a capital 
of $25,000 all obtained through the sale of 
capital stock, invested in a plant costing 
$15,000 and working assets amounting to 
$10,000. The following statement is a sum- 
mary of its financial condition at the date of 
its organization: 


Assets 
Liabilities and Capital 


Assume that this plant also had a life of ten 
years and that the enterprise has operated 
for ten years without expanding, just break- 
ing even on operations after providing for 
depreciation. The balance sheet at the end 
of the period follows: 


Assets 
Liabilities and Capital 
Reserve for depreciation.................. $15,000 


Here again the disposition of the funds with- 
held in respect of depreciation is easily dis- 
covered. They comprise part of the working 
assets. 

These two examples should be sufficient 
to illustrate the relationship of the reserve 
to financial policies designed to preserve in- 
tact the capital of an enterprise. Of course, 
in practice problems are not so simple be- 
cause, as mentioned above, the reserve is 
seldom funded. However, even when it is 
funded, if the financing of additions are care- 
fully distinguished from the financing of re- 
placements, practical problems are not more 
difficult than those presented by the fore- 
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going examples. A more complicated prob- 
lem involving accounting for depreciation 
reserve funds may be illustrated by the fol- 
lowing summary of transactions¥affecting 
capital assets during a year: 


Deprecia- 
Deprecia- tion 
Capital tion reserve 
assets reserve fund 
Balance at beginning of 
Depreciation for period, 
charged to profit and 
loss account........ 
Funds appropriated in 
respect of deprecia- 
tion for period. ..... 
Assets retired, fully de- 
preciated........... 
Assets replaced with 
funds from: 
Depreciation re- 
serve fund...... 
Working capital... 
Additional assets pur- 
chased from new capi- 
tal funds. . . 


$50,000 $25,000* $25,000 


5,000* 


5,000 
2,000* 2,000 


2,000 
1,000 


2,000* 


10,000 


Balance at end of period $61,000 $28,000 $28,000 


* Denotes credit. 


In the example above I have assumed as a 
basis for the accounting that net additions 
to the investment in capital assets are 
financed out of funds other than deprecia- 
tion reserve funds, and that the latter are 
used only to the extent that they are appli- 
cable to the particular items replaced. As a 
result, the amount of the reserve and the 
amount of the funds have remained equal to 
each other. But the relationship between the 
two need not have been lost even if, for 
example, the net additions to capital assets 
had been financed out of the depreciation 
reserve funds reducing them to $17,000. It 
could have been preserved in a balance sheet, 
as follows: 

Assets 


Depreciation reserve fund: 
Amount applicable to assets in 
service as measured by re- 
serve, per contra........... $28 , 000 
Deduct: Amount invested in 


additions to capitalassets.. 11,000 
Liabilities 
Reserve for depreciation.................. $28 , 000 
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” How is the financial policy—the retention 
in the enterprise of funds withheld in respect 
of depreciation—which is illustrated by the 
foregoing examples, related to the process of 
savings? And how may it lead to losses when 
it was adopted specifically for the purpose of 
avoiding them? 

The answers depend, of course, in part 
upon the nature of the process of saving, 
The process when it does not consist of 
sterile hoarding takes the form of investment 
in some enterprise. It is not completed with 
the initial investment. It must be repeated 
each time when as a result of the operations 
of the enterprise the funds invested in capital 
assets are returned to liquid form. Each re- 
investment affects the safety of the savings, 

In the example of the enterprise whose 
assets were purchased with the proceeds 
of the sale of bonds, the funds withheld in 
respect of depreciation were deposited in 
the sinking fund for retirement of the bonds. 
Upon being returned to the bondholders, the 
funds, if reinvested, would be reinvested by 
the persons who owned them. The interest 
of the owners, their desire for security, would 
tend to lead them to look about before re- 
investing, to investigate all the industries 
and all the particular companies seeking 
capital. It is probable, if their investigation 
was intelligent and thorough, that they 
would invest in rising or expanding industries 
with prospects of profitable operations for 
at least as long a period as would be neces- 
sary to realize from operations the funds 
placed in capital assets. By doing so they 
would assure themselves safety for their sav- 
ings and frequently at the same time perform 
the larger social function of withdrawing 
their funds from a decadent industry and 
placing them in a new and vigorous one. The 
old would die with a minimum of loss and 
the new would develop with a maximum of 
facilities. 

On the other hand, in the example of the 
enterprise all of whose assets were obtained 
out of proceeds of the sale of capital stock, 
the funds withheld in respect of depreciation 
constituted current assets of the enterprise 
which the management could dispose of for 
any proper purpose which in its judgement 
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it would be desirable to pursue. Manage- 
ment is under no obligation to return such 
funds to the persons who in effect own them; 
it may reinvest them itself in the business 
in which it is engaged, and observation dis- 
closes that in most cases that is precisely 
what it does. So long as the industry is 
profitable and the particular company is 
well managed no harm results. But when the 
industry declines—as, for example, coal, the 
railroads and the merchant marine—auto- 
matic reinvestment is harmful. It freezes 
the savings of investors in unprofitable enter- 
prises to be wasted by operating deficits, and 
hampers the development of new industry 
by preventing savings from freely flowing to 
them. Not least, a dying industry’s efforts to 
survive give rise to harmful competitive 
practises including wage cutting and other 
unsocial labor policies. The old dies with the 
maximum of loss to both investor and soci- 
ety, and the new develops with a minimum 
of facilities. 

It is apparent, then, that the policy of 
withholding from the investor that portion 
of the revenues of an enterprise which may 
be fairly considered to represent the realiza- 
tion of its capital assets is harmful. It results 
in the dissipation of savings instead of their 
preservation as it was hoped to do. It has 
been based upon the tacit assumption that 
any well-managed enterprise will continue 
to profit and to grow indefinitely and will 
consequently offer a continuing opportunity 
for profitable investment. On the contrary, 
experience has taught that while industry 
as a whole may expand—of course, certain 
economists deny that it may be expected to 
expand indefinitely, or even to maintain it- 
self as we know it—industries, and especially 
particular enterprises, die faster than we 
like to think. New ones, of course, are born, 
and the principal problem of preserving sav- 
ings becomes the problem of reinvesting 
them profitably, of transferring them from 
the dying to the growing industries. If this 
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is to be solved successfully—and there are 
plenty of reasons to doubt that it can be 
solved—the way to do it seems to lie in the 
direction of restoring a freer flow of capital 
and of developing alertness and intelligence 
in investors. Such a development can be ac- 
complished only if automatic reinvestment is 
eliminated, and the responsibility for the 
investment of savings thrown back upon 
their owners, who, being sure to suffer for 
their bad judgements, have every reason to 
be alert and intelligent. Therefore, if we 
earnestly desire to solve the problem of 
keeping savings safe, we must give new 
thought to automatic reinvestment, and 
once satisfied that it is harmful, move to 
discontinue it. 

A movement to abandon the policy which 
underlies automatic reinvestment would, of 
course, meet strenuous objections, not the 
least of which would be the complaint that 
it would hamper a management’s efforts to 
develop the enterprise in its charge. I think 
that such a complaint could be put down as 
in part the protest of a vested interest being 
deprived of a good deal of its power—the 
power of directors to determine what divi- 
dends may be paid, what funds retained and 
how they may be used—and in part the dem- 
onstration of a lack of confidence on the side 
of management. I think the protest is pre- 
sumptuous and the lack of confidence un- 
justified. Any management that could offer 
a convincing prospect for profitable invest- 
ment of additional funds would have no 
great difficulty in obtaining them. It is true 
that, as a result of abandoning the policy, 
management would have “to go to the 
people,” that is, to its stockholders, on de- 
cisive issues more often than it now has to, 
but I cannot help but believe that more real 
democracy in the government of corporate 
affairs would be beneficial to both the in- 
vestors in our several companies and to so- 
ciety in general. 
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STANDARDS: A DIALOGUE 
E. L. KowLer 


Place: The living room of MacMurdie’s home, 
City of Zenith 

Time: Yesterday evening 

Personae: 


James H. MacMuropte, middle-aged, born 
and educated abroad. 

FREDERICK BENDER, his partner, ten years 
younger, an American product. 

Augustus BARDLEY, professor of account- 
ing at Zenith University. 

Austin J. Parsons, an accountant-in- 
charge, employee of MacMurdie, Bender 
& Co., Certified Public Accountants. 

Forrest Fenwick, a junior accountant, 
recently graduated from Zenith Univer- 
sity and newly certified, likewise an em- 
ployee of the MacMurdie firm. 

SEVERAL ACCOUNTANTS, SENIORS AND 
JuNIoRS, members of the firm’s staff. 


Bender : Now that the cockles of our hearts 
have been warmed by this hickory fire, we 
might well proceed to the real business of the 
evening ... Perhaps I should say for the 
sake of those here for the first time that our 
fortnightly forgatherings have as their ob- 
ject a full and free discussion of anything and 
everything pertaining to accounting. Occa- 
sionally we invite persons other than firm 
employees to sit in with us. Tonight we have 
Professor Bardley. 

MacMurdie: I assume everybody knows 
Professor Bardley. 

Bender: A good deal has been said re- 
cently about standards for accountants. This 
morning Parsons and I had occasion to ex- 
amine a recent publication entitled Financial 
Reports for Colleges and Universities. This 
book reflects probably the first attempt in 
the history of accounting to produce a co- 
ordinated, closely integrated textbook of 
standards, notwithstanding the fact that it 
covers a specialized field. 

MacMurdie: But what about the hundreds 

A paper presented at a meeting of the Wisconsin 


Society of Certified Public Accountants at Madison, 
October 18, 1935. 


of uniform systems of accounts that have 
been produced since Professor Adams’ 
pioneering in railway accounting? 

Bender: That’s a fair question. There 
have been many uniform systems of ae- 
counts put out by our public-service com- 
missions, the I. C. C., and a pretty good 
number of trade associations. Most of them 
have dwelt extensively on account classifi- 
cations and how and what to debit and 
credit. Most of them include provisions for 
some sort of financial statements. But none 
of them have gone so far as Chapter IT of the 
book I just mentioned. That chapter re- 
hearses the principles, 24 of them, anyway, 
of institutional accounting; it contains also 
the definitions of 73 terms employed in suc- 
ceeding chapters along with quite a list of 
correlative terms. 

Parsons: We did not agree with all the 
definitions. 

Bender: True. At this stage in the develop- 
ment of accounting, it would be difficult to 
frame definitions that everybody would 
agree to. It’s the courageous effort to lay 
down a reasonable set of standards that I 
applaud. 

MacMurdie: What are you trying to desig- 
nate as “standards”? Perhaps that word in 
itself needs defining. Do you mean an arbi- 
trary selection of rules governing the main- 
tenance of the accounting records, plus a 
batch of definitions? 

Bender: I knew this question would be 
raised and I brought along Professor Bard- 
ley to help me. Bardley and I have had 
countless arguments on the subject and he 
has some pretty positive ideas that he pro- 
poses passing on to you. In our talks we have 
never defined “‘standard.”’ 

Bardley: Indeed we have not. Neverthe- 
less, we have progressed rather far in our 
discussions by assuming, I suppose, that our 
ideas on the word have not been at variance. 
It is remarkable to what lengths arguments 
between two persons can go without a cleat 
formulation of assumptions by either. Argu- 
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ments in specialized fields like accounting are 
apt to be fruitless because observed phen- 
omen quickly become the dominant topic. 
They lead away naturally from abstractions 
because we are less concerned with abstrac- 
tions in our daily work. If we are to discuss 
principles we might best do so by following 
an a posteriori method. Our conclusions will 
thus be more nearly and more clearly related 
to our facts. 

MacMurdie: But the definition. 

Bardley: A standard is merely an accepted 
rule. The rules which offhand you and I 
might invent are not rules which would be at 
once adopted by all accountants or even by 
amajority of them. As Mr. MacMurdie from 
his long experience can doubtless testify, 
much propaganda would be required before 
their acceptance by any substantial group, 
and in the end the national associations 
would probably have to legislate them into 
existence. That would be using force in their 
adoption. 

MacMurdie: But wouldn’t that destroy 
their value as standards? 

Bardley: Not merely because something 
beside powers of persuasion had been em- 
ployed. Nor would it follow that approval 
by national organizations would automati- 
cally create them. Acceptance and actual use 
by a significant majority of accountants 
would have to occur first. But action by 
national organizations would emphasize 
their need and might hasten the trend in the 
direction of a reasonable body of standards, 
if only through the inevitably constructive 
character of destructive criticism. 

MacMurdie: It looks as though you would 
favor standards of some kind in accounting, 
Professor Bardley, although you have not 
said so directly. Why? 

Bardley: Most certainly I favor them. I 
have never agreed with the report of a cer- 
tain committee of accountants which just 
four years ago in rejecting a proposal for the 
classification of accounting services made a 
statement to the effect that anything that 
would restrict original initiative and thought 
by accounting practitioners even “in the 
slightest degree” would be most harmful. 
The instinct of self-preservation is commend- 
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able. Were all accountants of a high moral 
caliber and possessed of a vision so tran- 
scending the ordinary human being’s that 
their acts would result in the greatest good 
to all men, nobody could have cause to com- 
plain. But accountants, being unable to 
escape the classification of human beings, 
are motivated sometimes by the baser de- 
sires—venality, for instance—and, as a 
body, would not be content for long to dwell 
in the empyreal state of anarchy for which 
this committee report contends. 

MacMurdie: Of course we will all grant 
that as citizens or as accountants we could 
not endure anarchy. I believe in national 
organizations because they represent in a 
general way a getting together of the profes- 
sion—not to mutually curtail each other’s 
activities but to behave as gentlemen to one 
another. If we do that I cannot see how any 
anarchy within the profession can be said 
to exist. 

Bender: By anarchy I think Bardley 
means absence of government or of a strong 
controlling force over the profession. 

Parsons: Professor Bardley, I would like 
to have you expand a little on the idea of 
having standards. You spoke of beginning 
with specific things and going back to the 
more abstract. Can you give us an illustra- 
tion? 

Bardley: With pleasure. I have a number 
of things in mind, one of them called to my 
attention today in a letter from Anson Her- 
rick. Mr. Herrick, as you may know, has 
written a good deal about working capital. 
He read a paper on the subject several years 
ago at an Institute meeting in which he pre- 
sented some extremely pertinent though un- 
conventional points of view. On one matter 
he was unusually insistent: that prepaid 
expenses can properly be regarded as cur- 
rent assets. It seems that recently he has 
had some words with Professor Sanders of 
Harvard on the allegedly undiscriminating 
treatment of prepaid expenses by the Se- 
curities and Exchange Commission. On 
Forms A-2 and 10 and related forms the 
Commission lumps together both deferred 
charges and prepaid expenses. 

Parsons: Item 16 on both forms: practi- 
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cally the last thing on the asset side of the 
balance sheet. 

Bender: We practitioners have had two 
reasons for looking at prepaid expense as a 
noncurrent item: first, it cannot as a rule be 
converted into cash, and second, everybody 
treats it as belonging to the category of de- 
ferred charges. Our first reason is, of course, 
unsound because when the item consists of 
unexpired insurance premiums and the like 
it is a recurrent expenditure common to all 
enterprises and therefore as much a part of 
cost as merchandise itself. 

Bardley: That is true. Much the same 
argument is made by Mr. Herrick. He looks 
upon a disbursement for an insurance 
premium as the payment for a service not 
yet rendered. But it will be rendered within 
a year and by virtue of that fact it may be 
more of a current asset than a part of the 
inventories or some of the accounts receiv- 
able. 

MacMurdie: Would conservative banks 
and bankers stand for the inclusion in cur- 
rent assets of something that is a claim on 
future services rather than cash, a claim on 
cash, or a physical object that can be con- 
verted fairly readily into cash? 

Bardley: Mr. Herrick has anticipated that 
objection. He says that if we gave expression 
to the allegedly conservative views of all 
the bankers we might have nothing left 
under the heading of current assets. He says 
further, “I don’t think that the banks should 
be looked upon as determinative of account- 
ing principles.” 

MacMurdie: You are now fairly close to a 
subject concerning which there appears to 
be two distinct schools of thought. On the 
one hand we have accountants who say that 
the profession must have the concurrence of 
high authority upon adopting any “rules or 
principles” and that one hope is the Securi- 
ties and Exchange Commission with whose 
assistance such “rules or principles” may be 
formulated. On the other hand we have the 
accounting radicals who advocate that ac- 
countants should not only think for them- 
selves but also formulate their own rules 
without reference to outside agencies. Bank- 
ers may not be the proper persons to estab- 


lish our procedures but their agreement to 
any departure from well-established past 
practice would be quite essential to our rela- 
tions with them. 

Bardley: Many accountants appear to be 
fearful of what others may think if the pro- 
fession should ever assert itself. An outsider 
would likely call such a position cowardly, 
but I am inclined to think that it arises from 
causes of a less obvious nature. The ac- 
countant with a dozen years of hard experi- 
ence behind him knows that the same set of 
conditions are often resolved in a number of 
ways. He tends to regard the individual with 
but one solution as failing to distinguish 
between theory and practice. Actually, the 
difference lies between a conclusion trace- 
able to well conceived postulates or univer- 
sals and conclusions which vary because the 
selection of premises leading to them has 
been allowed to remain in the hands of 
others. 

Bender: To that oversimplified individual, 
the man in the street, the honesty of the 
accountant can be questioned if he cannot be 
depended on to react in the same way to 
identical chains of circumstances. [ am per- 
fectly willing to grant your implied charge 
that accountants have not succeeded in be- 
ing the independent persons they are often 
believed to be. Not all of them are agreed 
that they should ever be independent except 
perhaps in some remote and intangible way. 
To emphasize that fact I should like to read 
an excerpt which I made today from a draft 
of a proposed new edition of the Federal 
Reserve Bulletin which I am told the Amer- 
ican Institute of Accountants is planning to 
publish before the end of the year: 


[reads] Financial statements must necessarily be 
largely expressions of judgment, and the primary 
responsibility for forming these judgments must 
rest in the management of the corporation . . . if 
the conclusions reached by the management are, 
in his [the accountant’s] opinion, manifestly un- 
sound, he is not entitled to substitute his judg- 
ment for that of the management (1) when the 
difference is not of major importance, (2) when 
the management’s judgment is not unreasonable, 
and (3) when he has no reason to question its 
good faith. [ends reading] 
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MacMurdie: With that sentiment I find 
myself fully in accord. As accountants we 
have no license substituting our judgment 
for our client’s. We don’t build up the ac- 
counts: we take what we find, and if it ap- 
pears too sour we qualify our certificate in 
suitable fashion. 

Bardley: If we agree with the foreword 
which Bender has read to us, we must realize 
that the responsibilities of the profession 
are, indeed, not what the layman has imag- 
ined them to be. Before the depression we 
used to hear a great deal about the im- 
partiality and detachment of practitioners. 
I wonder if these denials of professional 
independence are not in reality defense 
mechanisms arising out of the fear of unjust 
prosecution by blackmailing lawyers. 

Bender: That may well be. They may also 
point to the sins of omission and commis- 
sion which some accountants may wish to 
charge to their clients rather than to them- 
selves because of the undoubted influence 
on final results for which clients, certain of 
them, anyway, have been responsible. In 
any event, I am inclined to think that they 
relate to past events rather than to those that 
we may look forward to in the future. 

Bardley: Bender is an incorrigible opti- 
mist, but he has made a good point. I am 
afraid my pessimism suggests one thing 
more. A number of accountants recently 
took pains to inform a committee of the 
Pennsylvania legislature in effect that ac- 
counting is not a profession. That is a per- 
fectly logical sequitur to the assertion that 
“high authority’’ must accompany the adop- 
tion of any new accounting rule. 

MacMurdie: I should resent that remark, 
Professor, were it not for the fact that in 
your classrooms you must necessarily fail to 
perceive the practical approach to the busi- 
ness problems with which the practitioner, 
whether or not he be called a professional, 
must daily cope. I do not wish those of our 
staff here tonight to gain the impression that 
accounting is a cloistered subject which must 
remain on a high pedestal, nor on the other 
hand am I willing to see our leading practi- 
tioners dubbed, in practical effect, moral 
cowards or persons affected with venal mo- 
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tives. Our realistic, everyday world moves 
rapidly. If you will consider the limitations 
imposed on us not only of time but of scope 
and a hundred other things, our utter de- 
pendence on the forces surrounding us might 
become more apparent to you. We serve 
many masters, or, should I say, taskmasters. 
By the fact of the restrictions to which we are 
subject, our appeal for recognition and 
ultimate independence must rest on our integ- 
rity, our clairvoyance. 

Bardley : On the matter of integrity we can 
heartily concur. Every trustworthy account- 
ant must possess it to the nth degree. Yet 
integrity, and the honesty that goes with it, 
isn’t everything. As old Sam Johnson put it, 
“hell is paved with good intentions.” The 
criticisms which are conveniently heaped 
upon accountants from time to time cannot 
be ascribed wholly to cranks, persons seeking 
alibis, nor even to a public ignorant of the 
most elementary concepts of accounting; the 
blame rests on the accountant himself be- 
cause he has never taken the trouble to tell 
the public, the courts and all others who seek 
to judge him precisely how he is circum- 
scribed in his work. In Bender’s quotation 
the implications are there, but to state them 
in any fundamental way would, of course, 
weaken the position of the profession. 

Parsons: If the accountant would take the 
necessary trouble, we would have, I take it, 
a collection of standards. This brings us back 
to the point we started from. 

Bardley: Yes; and in returning to the 
subject of the evening I have only this to 
add to our discussion of prepaid expenses: 
they are undoubtedly our best example of a 
perfectly good current asset gone wrong. But 
that reminds me of something else quite 
fundamental: the existing number of defi- 
nitions of current assets, each supported by 
undoubtedly competent and high authority. 
Last year Fenwick, who I see is sitting near 
me, wrote a term paper that brought out 
these definitions. Do you recall them, Fen- 
wick? 

Fenwick: I believe I can recall four: first, 
cash, and other assets readily convertible 
into cash; second, cash, and other assets 
convertible into cash without interfering 
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with the normal operations of the business; 
third, cash, and other assets which will 
normally be converted into cash in the next 
succeeding year through the regular opera- 
tions of the business; and fourth, cash, to- 
gether with other assets likely to be con- 
verted into cash or more liquid assets, avail- 
able for any use. 

Bardley: It would be helpful, Fenwick, if 
you could summarize for us your arguments 
for and against these definitions. 

Fenwick: I would like to talk from the 
fourth definition, as this was the one that 
seemed to fit the greatest number of cases 
as we observed them in annual corporate 
reports. First, we found that there was 
emphasis on the unrestricted character of 
any asset called current; that is, the cash 
finally realized must have been available for 
any purpose. Such items as cash which can 
be used only to purchase fixed assets were 
always excluded. The other three definitions 
are deficient on this point. Second in im- 
portance was the probable convertibility of 
an asset into restricted cash or any other 
more liquid current asset. Investments, 
though readily marketable, in practice do 
not appear to have been given a current- 
asset classification unless they represent a 
temporary investment of excess cash which 
so far as determinable at the balance-sheet 
date can be used for any purpose. Possibly 
“normal conversion,” the term employed in 
the third definition, means the same thing 
but it does not seem as though it would allow 
the inclusion of readily marketable invest- 
ments long regarded as noncurrent which 
may be expected ultimately to be converted 
at the current market price and used for 
working-capital purposes. Then, too, by in- 
serting the words ‘‘or more liquid current 
assets,” raw-material inventories would not 
technically be excluded in that the time con- 
sumed by manufacture and sale together 
might extend to more than twelve months. 

Bardley: We may say, therefore, that the 
tests of a current asset other than cash are 
its probable conversion into a more liquid 
form and its lack of restriction upon conver- 
sion. I say “a more liquid form” rather than 
“cash.”’ But this suggests another test for a 
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current asset that Fenwick did not mention 
in his fourth definition; it has to do with the 
inherent nature of the asset. Current assets, 
like all other assets, aid in the production of 
income; at least they are acquired and held 
for that purpose. They are differentiated 
from capital assets only in a single particu- 
lar: any one item such as inventories is being 
held for quick conversion, while machinery, 
also yielding services, will be converted as a 
whole into services only over a relatively 
long period of time. Time is thus an essential 
function of current assets that might de- 
serve a separate listing. We may then para- 
phrase by saying that the distinguishing 
characteristics of a current asset are its 
availability, its convertibility, and the rela- 
tively short life of all the items making up 
that asset. 

Parsons: Is the twelve-months’ feature 
which I recall in Fenwick’s third definition 
understood to be also in the fourth? 

Fenwick: No; in many instances we found 
that the cycle of conversion extended to a 
period of several years, yet the practice is 
quite universal to include in current assets 
long-term receivables, and inventories which 
are even less liquid than long-term receiva- 
bles. 

Bardley: There are some exceptions to 
this practice but a great majority of enter- 
prises selling some or all of their products on 
an instalment basis classify both receivables 
and inventories as “current” notwithstand- 
ing that the average maturity of the re- 
ceivables may be well over a year. As I said 
a moment ago, time is a function of current 
assets; and this is illustrated in the fact that 
so much attention in merchandising busi- 
nesses is paid to the ratio of sales to current 
assets as well as to the ordinary merchandise- 
turnover ratio. 

Bender: In the statements just made about 
current assets there would seem to be noth- 
ing which in the slightest degree would ex- 
clude prepaid expenses. Items like insurance 
premiums and rent, if prepaid, answer the 
tests of availability, convertibility and short 
life. But is there not another aspect of cur- 
rent assets which we may have overlooked? 
Must not current assets, with the exception 
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of receivables, have a physical existence; 
that is, must they not occupy three-dimen- 
sional rather than two-dimensional space? 
Are they not in the nature of intangibles? 

MacMurdie: I think I can answer that. 
Bardley has stated that all assets are held, 
or at least acquired, with the prospect that 
they will yield services. The service to be 
rendered by an account receivable is that of 
bringing in cash available for any corporate 
purpose. The service of inventories is to be 
converted into something more liquid which 
will include a gross profit. Insurance pre- 
miums render a service of protection from 
fre or other damage, theft and other un- 
predictable contingencies. Without the pros- 
pect of future services, assets have no value. 
Professor Bardley has helped to clear the 
picture but he has not helped to change the 
practice. Since prepaid expenses are so small 
a part of total assets, classification becomes 
aminor problem and I fear we shall have to 
follow what others are doing. 

Fenwick: In our review of nearly 200 pub- 
lished statements, we found only three ex- 
amples of prepaid expenses within the cur- 
rent-asset group. One of them appeared in a 
balance sheet to which a certificate of Ly- 
brand, Ross Bros. and Montgomery was 
attached. Montgomery, in the latest edition 
of his Auditing Theory and Practice, holds 
that prepaid expenses are current assets. 

Bardley: But in that group of 200 reports 
were several other Lybrand certificates. In 
those certified balance sheets, despite Mont- 
gomery’s belief, prepaid expenses were clas- 
sified in the conventional way. 

MacMurdie: 1 have no doubt that theory 
differs from practice in many other situa- 
tions. Bankers demand that current assets 
include only things they can lay their hands 
on in the event of an emergency, and so pre- 
paid expenses are thrown out. Perhaps good 
theory says no; but we accounting practi- 
tioners must be hard-headed. 

Bender : By throwing out prepaid expenses 
we are yielding to the banker, of course, and 
we are doing it with our eyes open. I will go 
so far as to say that this is bad practice be- 
cause the theory of the balance sheet as it is 
ordinarily prepared embraces the going-con- 
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cern concept. The assumption is that the 
business will continue its operations indefi- 
nitely. In yielding to the banker we yield 
to a partial liquidation point of view. But 
the truth of the matter is that a bank loan 
or maturing funded debt can’t be paid with 
inventories or receivables any more than 
with insurance premiums, unless the business 
is to be wholly wound up. 

Parsons: Yielding part way to the liqui- 
dating viewpoint reminds me of the argument 
we have every year with the First National 
Bank. One of our clients, Professor Bardley, 
is a publisher and at any moment of time he 
has not less than a hundred thousand dol- 
lars’ worth of type metal on hand somewhere 
in his plant: in the linotype and monotype 
machines, made-up forms in or ready for the 
presses, or in “holdovers.’’ Now the bank, 
which at certain times of the year makes 
temporary loans to our client, insists that 
we show the type metal as a current asset be- 
cause, next to cash, type metal is our client’s 
most liquid asset. It has a quoted market 
figure at all times and could be disposed of in 
total overnight. According to the tests you 
have laid down, who is right? 

Bardley: Your practice, as you have in- 
ferred it, is most assuredly right. Type metal 
is not a current asset because on a going basis 
there is no likelihood of its being converted 
into cash. If any substantial portion were 
sold, your client would have to quit business. 
The bank’s attitude is surprising in view of 
the fact that a temporary loan has as its 
purpose merely the tiding over of a peak 
period. The loan were better not made if 
there is any danger that regular current 
assets at the maturity of the loan will be 
insufficient to pay it. 

A senior: I have a question I should like 
to put to the group. We have another client 
who objects to our showing the cash sur- 
render value of a life-insurance policy as a 
noncurrent asset. Here again the argument 
seems to be that this asset is a very realizable 
one and he even wants it shown as a cash 
asset. We argue with him this way: there is 
no announced intention that the policy will 
be canceled during the coming year; there- 
fore it is similar to any other permanent 
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investment account and is at present un- 
available for working-capital purposes. 

Bardley: Is there a loan against the 
policy? Would you change your solution to 
the problem if there were? 

A senior: There isn’t any loan but I be- 
lieve if there were I would have to call the 
cash surrender value a current asset and the 
loan a current liability. This answer doesn’t 
agree with any availability test for current 
assets but how could you show the loan as a 
current liability with the cash surrender 
value outside current assets? 

A second senior: That’s an easy one. Why 
not deduct the liability from the asset and 
show only the equity in the cash surrender 
value? 

Bardley: As I see it, the question is one of 
classification only It is agreed that there is an 
asset and also a liability with that asset as 
security. Now the classification of balance- 
sheet items is dependent on the use to which 
the items are to be put within a short period 
of time following the balance-sheet date. I 
assume that everybody agrees to that prop- 
osition. With a loan outstanding against a 
life-insurance policy, is the disposition of the 
policy to be any different? 

Parsons: It might be, because many loans 
will never be repaid and many policies will 
be canceled. Some corporate investors in 
life-insurance policies borrow up to the full 
loan value and they expect to make that a 
permanent feature of their holding of the 
policies. 

Bardley: Intention has much to do with 
asset and liability classification. If your 
client has made one loan against a policy 
and is uncertain as to his future plans the 
accountant will probably have to take the 
position that the loan, like any other current 
borrowing, is a temporary one and therefore 
a current liability, while the cash surrender 
value remains a noncurrent investment. I 
can see nothing incompatible in a different 
classification for the asset and liability. In- 
tent must govern. If, however, your client 
has followed the practice of borrowing each 
year against the increase in loan value of the 
policy, represents to you that he proposes to 
continue this practice and pays no interest 


on the obligation, I see no reason why the 
equity cannot appear under permanent in- 
vestments. Only in so extraordinary a case 
should a liability be deducted from an asset. 

Bender: Another question has bothered 
us during the last six months following a 
number of refinancings. A typical example is 
the long-term indebtedness of the Ajax 
Corporation. In March 1935 this concern 
floated at par a new issue of 25-year bonds 
and with the proceeds retired an equal par 
value of an old issue which would have 
matured serially to 1940. On the old basis 
the discount for the balance of 1935 would 
have been around $5,000 and the interest 
$45,000. On the new basis the interest is 20% 
less or $36,000. Unamortized discount at the 
time of reorganization was about $25,000 
and because of meager earnings it was im- 
portant from the company’s point of view 
that proper consideration be given to its 
disposition. Four solutions were discussed. 
First was a charge-off of the full amount to 
profit and loss. Second was an amortization 
or the old discount as though the issue were 
still outstanding. Third was the continued 
amortization on the old basis as just men- 
tioned, plus an additional amortization equal 
in amount to the savings on the new over the 
old basis. Fourth was a spread over the life 
of the new obligation. 

Parsons: Any one of the four bases has 
some justifiable principle or other supporting 
it. It’s all a question of the principle you 
select. 

Bardley: I take it that you didn’t decide 
on the first of these methods. To have done 
so would have meant that no recognition 
had been given to the continuation, for 
practical purposes, of the old obligation. 

MacMurdie: That is the very point. The 
creditors were different because an entirely 
new issue was floated. Even the mortgage 
indenture had a number of features that the 
old mortgage had not contained. This fact 
was, however, overshadowed in importance 
by the purpose of the issue. After the trans- 
action had been consummated, there was no 
more money in the bank than there had been 
before and the amount of debt which the 
company had to face in the future was also 
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the same. But by the act of refinancing, 
nearly $11,000 in interest was saved annu- 
ally, less whatever discount on the old issue 
is figured against it. 

Bender: I would like to draw some of our 
younger men into this. Fenwick, now that 
your schooling has been topped off by a 
year's practical experience and a C.P.A. 
degree, let’s hear how you would dispose of 
this burning issue. 

Fenwick: Well, it happens that we have 
talked over this problem in the staff room 
because it appeared in the last C.P.A. 
examination accounting-theory questions. 
George Foulkes, who stood highest in Ze- 
nith’s graduating class this spring, claims this 
question caused him to fail in accounting 
theory, although he passed in the other 
sections of the examination, because he 
looked at the thing for over an hour without 
touching pencil to paper. 

Parsons: Can it be that our accounting 
texts are silent on a point like this? 

Fenwick: Yes; we’ve made a search and 
there’s not a word anywhere on the subject, 
probably because refunding issues have not 
been common in industrial companies until 
now. But a number of us reasoned it out this 
way: the situation is analogous to that of a 
displaced asset. A machine is retired at the 
end of its fifth year of operation, although 
it normally would have lasted ten years, 
because it has been found that a cheaper 
machine or a faster or an otherwise more 
efficient machine will do the same job at a 
less cost. Probably the management weighs 
all the factors involved and in deciding to 
make the change takes into account the loss 
that will have to be absorbed because the 
machine is only half-depreciated. So far as I 
have been able to find out, the only practice 
countenanced by our office would require a 
charge-off in full during the year the dis- 
placement occurs. No one would think of 
carrying forward any of the cost of the old 
machine. And so we decided that none of the 
unamortized discount on the displaced issue 
should be carried forward. 

Bardley: There is good common sense in 
that analogy. But it may be necessary to 
distinguish liabilities from assets. 
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Parsons: If the balance sheet and income 
statement have as their objective the show- 
ing of the residuum belonging to stock- 
holders, isn’t a liability just a negative 
asset? I have never been able to see why 
gains or losses on the retirement of liabilities 
should not be carried through the income 
account just as are gains and losses from 
retirements of capital assets. 

MacMurdie: One good reason can be cited. 
A business enterprise doesn’t recast its finan- 
cial setup every year in the regular course of 
business. But probably no year passes with- 
out a premature retirement of some capital 
asset. 

Bender: But should we necessarily be in- 
fluenced by the regularity of transactions in 
our disposition of them? 

MacMurdie: Certainly we should. The 
more unusual type of transaction illustrated 
by the refinancing is given a longer perspec- 
tive than the everyday replacements of 
machines. 

Bender: The automobile industry has just 
retooled and is now in production for the 
coming season. Some of the recent announce- 
ments bring out prominently that the retool- 
ing has cost millions of dollars. Shouldn’t 
the unabsorbed cost of last year’s tools be 
regarded as a cost of the new season’s pro- 
duction? 

MacMurdie: Retooling in the automobile 
industry is a seasonal affair. More powerful 
engines and new body styles are the products 
of competition. Any manufacturer who has 
failed to see these changes coming years in 
advance simply hasn’t been alive to what has 
been going on in the industry. If he has been 
sensible, rather than greedy to make a 
showing, his reserves for depreciation and 
obsolescence will be large enough to absorb 
the losses from scrapping or rebuilding his 
last year’s tools. I don’t consider this situa- 
tion analogous to the problem of refunding. 
No one could have predicted two years ago 
that money would be as cheap as it is today. 
Nobody could have planned for it, in fact, 
would have been called a fool had he started 
to write down his bond ——— at an ac- 
celerated rate. 
Bardley: Our thinking on ‘this probhinn 
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might be helped a little if for a moment we 
looked into the nature of bond discount and 
expense. Parsons’ comment on outstanding 
bonds brings out the interesting contrast 
that always exists between assets and 
liabilities. A liability is a negative asset in 
more than one sense. A liability is paid for 
when its utility (or should we say disutil- 
ity?) has expired, while an asset is paid for 
at the time we begin calling it our own. Con- 
versely, the cash yield of a fixed asset comes 
when we finally sell it for serap or because of 
its inutility, while the cash yield from a debt 
is received at the moment it makes its ap- 
pearance on our books. The difference be- 
tween the cost and the yield in both cases we 
gradually absorb in profit and loss as the 
years go by. The reserve for depreciation, 
gradually built up during these years, we 
call a valuation account and we demand its 
deduction from the asset to which it is re- 
lated. The unamortized bond discount and 
expense we gradually write down, over the 
life of the liability; but instead of calling it a 
valuation account we curiously enough cal] 
it an asset. At one time, as we all know, bond 
discount and expense were proverbially 
buried in the plant account and accounting 
students were busy pulling them out. We 
have made some progress since then, and the 
fact that our thinking with respect to liabili- 
ties has progressed no further is attributable 
to the fact already well brought out by Mr. 
MaecMurdie: that transactions in funded 
debt are few and far between, especially 
refunding operations. 

Bender: Perhaps the distance that still 
separates unamoritzed discount and funded 
debt accounts for our tendency to look at the 
discount as something having an entity of 
its own. Had we come to regard it as a debit 
valuation account, we would not be so 
perplexed now. 

Parsons: Isn’t a liability something a bit 
more realistic to the going concern than an 
asset? We can walk away from an asset and 
abandon it; the going concern would have 
difficulty in walking away from a liability. 

Bender: I do not see that a going concern 
would abandon a liability even in part by 
carrying it on the balance sheet at somewhat 


less than its ultimate redemption cost. By 
proper amorization methods we are not fail- 
ing to recognize the maturing liability. 

Bardley: I am sure we have gone as far as 
we can in a discussion of this kind in getting 
at the essence of the deferred charge. There 
can be little justification for the continuance 
of the deferred charge except in so far as we 
recognize the practical identity of the old 
and the new issues. If the new issue clearly 
does not stand on its own bottom, as for 
example where the bondholders receive new 
bonds in exchange for old, a fairly obvious 
identity exists. By extension, such identity 
has come to include any refunding operation 
where the obligor never really has free use 
of the cash flowing from the new issue. | 
have found that condition attaching to the 
proceeds of all strictly refunding issues which 
I have had occasion to inquire into. 

MacMurdie: We have reached the point 
where someone might try to pick one of the 
four methods of amortizing the old discount. 
I take it that no one approves the fifth 
method whereby the discount is absorbed in 
the plant account. In the Ajax case we con- 
tinued the same rate of amortization of the 
old discount, thus giving practical recogni- 
tion to the uninterrupted existence of the 
company’s indebtedness to outsiders. 

Bardley: Had there been a discount on 
the new issue would you have proceeded to 
amortize that in the regular way? 

MacMurdie: Yes, because that would have 
been an additional burden imposed on the 
cost of carrying the obligation. 

Bender: A premium on the new issue would 
also have been subject to independent amor- 
tization, I suppose, although we have had 
no cases where this point was involved. [ still 
lean toward the third method: the one where 
in addition to the regular discount charged 
off we would also charge off an amount equal 
to the savings measured by the excess of the 
discount and interest costs had the old issue 
continued, over the discount and interest 
costs arising out of the new issue. 

MacMurdie: That would be slightly more 
conservative because it would decrease the 
number of years; practically, the difference 
for balance-sheet and income-statement pur- 
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poses would be unimportant except in un- 
ysual cases. 

Bender: We could go on indefinitely, but 
our discussion, unfortunately, will have to 
come to a close. In the few minutes left I 
would like to call on Professor Bardley to 
summarize for us the significance of what has 
taken place here this evening. 

Bardley : That is a difficult thing to do ina 
few words. My contacts with you members 
of the profession have been exceedingly 
stimulating because I have always been able 
to find new postulates upon which the struc- 
ture of both accounting practice and ac- 
counting theory is necessarily built. These 
postulates, many of them anyway, are al- 
ways in the process of being remolded, and 
originate from the application of a keen in- 
sight to the secrets of business conduct. 
Accountants play a part in shaping the con- 
tents of the books of record of a business 
enterprise, but their chief duty is, and so 
far as I can see always will continue to be, 
to reflect for those interested the events in 
the life of a business for which others must 
necessarily assume the primary responsibil- 
ity. The executives and employees of a busi- 
ness act; the accountant reports on their 
acts. He must be free to develop his own form 
of reporting, provided he is able clearly to 
envision the duties which society imposes 
on him in that respect. As long as his response 
is adequate he will need few regulations from 
the outside; but he must continuously be on 
the alert and seek to regulate himself and 
his fellows in accordance with his social 
obligations. 

As Bender has intimated, the two of us 
seem to be pretty well satisfied that the 
regulation of the profession can best come 
through the selfimposition of standards or 
accepted rules. The effect will be threefold: 
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first, the profession from such standards 
can more easily define its rules of ethics by 
the enforcement of which a profession ex- 
ists; second, the public has a vehicle through 
which it can expect from the profession 
performances of a high order and can exam- 
ine critically the foundations on which the 
profession rests; third, and most important, 
those practicing and otherwise vitally inter- 
ested in accounting will have a basis upon 
which to grow. No comprehensive formula- 
tion of general accounting postulates has 
ever been made; those appearing in the book 
someone mentioned relate to a highly spe- 
cialized field. The mere attempt to formulate, 
by a body of skilled practitioners, would in 
itself cause advancements, through the likely 
elimination of the many inconsistencies which 
we may now everywhere observe. It would 
focus our attention on fundamentals in 
terms of which we find it so difficult to think. 
Accounting could more successfully be 
taught. The benefits would be legion. We now 
expand our ideas from too many starts, some 
of them bad starts. We have too many con- 
clusions; sometimes, I think, as many con- 
clusions on a problem as we have account- 
ants. Under such conditions it must be 
granted that our organization of principles 
has been permitted to shift for itself. 

MacMurdie: We don’t want to be restrict- 
ed too much, but we don’t wish on the other 
hand to have every accountant prepare es- 
sentially different financial statements for 
the same business at the same date. We could 
hardly defend our fellow practitioners before 
a court by contending that all our procedures 
are correct. We would immediately lose all 
the confidence which the public has placed 
in us. 

Bardley: And so the case for standards 


marches on. 
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nent place in the consciousness of every 

individual. The very essence of econom- 
ic activity is that of earning and enjoying in- 
come. As in the case, however, of many other 
terms of universal usage both in science and 
in business, the various concepts involved are 
confused and often conflicting. Even as a 
term used in technical economics, the defini- 
tions of income found in the writings of the 
leading authorities show pronounced differ- 
ences of opinion. Professor Plehn introduced 
his subject, ‘““The Concept of Income,” be- 
fore the American Economic Association in 
December, 1923 with the following words:! 


S= concept of income holds a promi- 


Economists have found income difficult to de- 
fine. Professor Irving Fisher, in his book on The 
Nature of Capital and Income, published as late 
as 1906, characterizes economic opinion regarding 
the nature of income as “‘deplorably confusing 
and conflicting.” Professor Seligman, writing in 
1911, said: ““The problem of defining income .. . 
is one that almost baffles the student.” Still more 
recently, in 1921, the staff of the National Bureau 
of Economic Research said, with reference to in- 
come statistics, that “‘one of the most serious 
difficulties in working with these data is the diffi- 
culty of definition,” and supported that state- 
ment by propounding a long series of unanswer- 
able riddles concerning income. 


Of the multitude of perplexing problems that 
arise in connection with defining income, 
Professor W. W. Hewett says: 


Almost countless debatable questions press for 
answer. Is income the money one acquires within 
a period of time, or the goods one buys with the 
money, or the satisfactions experienced by the 
consumption of the goods? Should some com- 
modities and services which do not involve money 
payments be included, as for example, the service 
of a dwelling house occupied by the owner him- 
self? Are the savings one puts aside for future 
profit to be classed as income, or must only con- 
sumed earnings be counted?. When a corporation 


1“Tncome as Recurrent, Consumable Receipts.” 
The * Economic Review, XIV, 1 (Mar., 1924), 
p. 7 ff. 

2 Definition of Income and Its Application in Federal 
Taxation (1925), p. 9. 
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adds to its surplus in lieu of dividends, has the 
shareholder received income? Gifts, inheritances, 
stock dividends, appreciations in property values 
—how shall they be classified? 


Among the numerous definitions that are 
found in the writings of those who have at- 
tempted to deal with income in its various 
applications, the following are representative 
and seem to include most of the different 
conceptions held. 


Income is the money value of the net accretion 
to one’s economic power between two points of 
time.’ 

Income may be defined as the gain derived from 
capital, from labor, or from both combined, pro- 
vided it be understood to include profit gained 
through the sale or conversion of capital assets.' 

Net individual income is the flow of commodi- 
ties and services accruing to an individual through 
a period of time and available for disposition 
after deducting the necessary cost of acquisition’ 

Income (in the broad sense) [means] all wealth 
which flows in to the taxpayer other than as a 
mere return of capital.® 

A flow of services through a period of time is 
called income.’ 

Income or profit of a given period may be de- 
fined as the increase in proprietorship which has 
taken place during that period, making due 
allowances for any part of such increment as miay 
have been distributed.® 


The above definitions may perhaps be said 
to comprise at least three, more or less dis- 
tinct, conceptions of income, namely, (1) 
money income, (2) goods and services in- 
come, and (3) ultimate services (psychic) in- 
come. The difference between the concept of 
money income and income conceived as 
goods and services is not fundamental. In 
one case the attention is being focused upon 


3 Haig, R. M., “The Concept of Income,” The 
Federal Income Taz, (1921), p. 27. 

4 Eisner vs Macomber, 252 U.S. 189 (1920). 

5 Hewett, op. cit., pp. 22-3. 

U.S. Treasure Department, Regulations 77, sec. 
21, Art. 41(a). 

7 Fisher, Irving, The Nature of Capital and Income 
(1906), p. 52. 

8 Hatfield, H. R., Accounting—lIts Principles and 
Problems (1927), p. 241. 
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the means of measurement, in the other, the 
emphasis is laid upon the production of 

s and services and their distribution 
among the factors responsible therefor. The 
concept of psychic income, however, is some- 
what distinctive. From this standpoint, in- 
come is viewed in terms of the “final objec- 
tive,” the satisfactions enjoyed from the act 
of consuming goods and services, or perhaps 
one step removed from the satisfactions— 
the quantity of services received® from indi- 
viduals directly or from the conversion of 
commodities.!° The first type of income con- 
cept evidently recognizes a distinction be- 
tween receipt of income and disposition or 
utilization of income. The second type of 
concept, on the other hand, denies the exist- 
ence of income prior to the final use or con- 
sumption." 

“A good definition should conform to two 
tests; it should be useful for scientific analy- 
sis; and it should harmonize with popular 
and instinctive usage,—so far as this second 
condition is feasible and compatible with the 
first.” The ultimate-service conception of 
income is obviously faulty in that it is not 
in harmony with “popular and instinctive us- 
age.” For example, such commonplace ex- 
pressions as “to live beyond one’s income,” 
“to consume one’s capital,” “to save a por- 
tion of one’s income,” and so on, are mean- 
ingless when used in relation to “‘service” or 
“psychic” income. One cannot but consume 
his psychic income, and whatever one con- 
sumes is by that very act turned into psychic 
income. Further, for purposes of statistical 


*“Each atom of incomeconsists in aservice rendered 
by some kind of capital (including human beings). The 
amount of income in a period of time is the amount of 
such services rendered within that period.” Fisher, 
Irving, “Comment on President Plehn’s Address,” 
% American Economic Review, XIV (Mar., 1924), p. 

It should be observed that psychic income may be 
realized from the mere possession of a stock of wealth, 
from the experience of saving, or from the anticipation 
of consumption without any actual consumption what- 
soever. 

_ “The test of income becomes the act of consump- 
tion, and unless consumption takes place no income may 
be said to be received. Income is not measured by 
money which comes in, but by money which goes-out 
by specific purpose.” Hewett, W. W., op. cit., pp. 


* Fisher, Irving, The Income Concept in the Light of 
Experience, a reprint of a pamphlet by him (1927), p. 2. 
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studies, the psychic income concept is al- 
together unusable. Satisfactions are entirely 
personal reactions and are different for each 
individual as well as on different occasions 
for the same individual; and no method of 
reducing these reactions to a common unit 
of measure is available. The “service” con- 
cept of income is as close to a measurable 
approximation of psychic income as it is 
possible to get. A money-value of the goods 
and services consumed is but a short step 
removed from the satisfactions enjoyed in 
their consumption. This is the essence of 
Fisher’s “‘service” concept of income; but as 
pointed out above, it does not conform to the 
popular usage of the term. 

All of the concepts of income discussed 
above connote an economic benefit to the 
recipient. It is then, mere tautology to em- 
ploy the term “net income,” that is, the 
benefit remaining after all explicit costs have 
been deducted. No benefit accrues in the 
mere recovery of necessary explicit costs. 
This view must not be construed to include 
implicit costs, that is, expenditures of effort 
on the part of the recipient, for in that case 
income would simply mean consumer’s sur- 
plus. There is a nice distinction at this point 
between production and consumption, be- 
tween income and disposition of income, that 
is often difficult to mark. At just what point 
does the individual begin to consume his 
income? Do the extra rations and clothing 
that the manual laborer requires, that he 
would not require if idle, constitute neces- 
sary costs or are they a spending of his in- 
come for consumption? Undoubtedly, he 
enjoys a better appetite as a result of his 
labors, but he may not get any particular 
satisfaction from wearing his work clothes. 
A more important question, because of the 
relatively larger amounts involved, concerns 
the allocation of compensations for personal 
injuries, in industry. Do these compensations 
constitute costs or should they be regarded 
as distributions of income? They partake of 
the nature of both. From the viewpoint of 
the out-and-out fatalist, they are income; 


13 “Income, therefore, always means net income.” 
Seligman, E. R. A., The Income Tax (2nd ed. rev., 
1914), p. 19. 
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construed as special hazards of industry, 
they are costs. 

Situations in which Concepts of Income are 
Employed. “Income” is a term employed in 
economics, in taxation, in business and ac- 
counting, and in studies of national income. 
What does the term connote in each of these 
connections? 

Economics, in general, is concerned with 
the income of the individual and the distri- 
bution of this income among the economic 
factors of production. The economic welfare 
and progress of the community are largely 
a matter of the efficient use of the resources 
available in satisfying the wants of the peo- 
ple. The amount of income available for 
consumption is probably more indicative of 
social welfare than the amount of goods and 
services that are produced. Viewing the 
Russian experiment as an example of allot- 
ting, for consumption, a bare minimum of 
the wealth produced, while the major por- 
tion of the productive capacity is directed 
towards accumulating capital goods, would 
the economist conclude that Russia has but 
little income, or would it be more appro- 
priate for him to hold that Russia is saving 
most of jher income? There is some reason 
for economists to think of income in terms 
of wants satisfied. Psychic income may be of 
real significance in matters of social welfare, 
and statistical measurements are not here 
so important. A money concept of income, 
or even a money-measure concept of income, 
would in many places fall short of approxi- 
mating the economist’s “real income.” 

Much of the income that contributes to 
economic sufficiency does not pass through 
exchange and hence can only indirectly come 
to be measured in money. Consumer’s sur- 
pluses are real economic facts, yet, they are 
not capable, as a rule, of precise measure- 
ment in money. It must be concluded that 
“psychic” income is of real significance in 
economics and that concepts that are ca- 
pable of actual measurement in money, are 
not the only concepts of importance in this 
field. Comparatively better living conditions 
and a more completely satisfied social group 
are acceptable means of measuring economic 
income. Money is merely the intermediate 
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form of receipt, exchangeable for goods and 
services which are converted into the fing] 
form of income—satisfactions. 

In the field of taxation and government 
finance, on the other hand, the center of jp. 
terest is the productive power of the com. 
munity—the national income. Taxation js 
largely a matter of diverting incomes from 
the direct consumption of individuals to the 
needs of government. Many government 
projects are simply those of producing im. 
mediately consumable services for individ. 
uals; but it is also a fundamental postulate 
of public finance that very long-term proj. 
ects, such as reforestation, irrigation, and 
drainage, the benefits from which are slow 
in accruing, are best undertaken by govern- 
ment. The tax-paying power of a community 
is, then, that amount of income that can be 
diverted from immediate consumption 
rather than the amount immediately con- 
sumed. Money incomes are thus of the ut- 
most importance in formulating tax policies. 
Public expenditures, on the other hand, 
should be largely concerned with ultimate 
satisfactions, that is psychic income. Ac- 
cordingly while many taxes are levied on the 
basis of money incomes, public expenditures, 
in considerable measure, contemplate the 
distribution of services of government where 
psychic satisfactions will be increased, as in 
the case of parks, public protection, and s0 
on. 
The income of business enterprises is the 
primary concern of the accountant. This is 
perhaps the most commonly held concept 
outside the academic profession of econom- 
ics. Just what is the nature of this practical 
concept of the business world? It is not, 
precisely, a money income concept; although 
it certainly does have some of those char- 
acteristics. The income must, for example, 
be a relatively immediate and definitely de- 
terminable claim to cash. The accountant’s 
concept of income cannot be said to be, 
typically, a “‘goods and services” concept; 
although there are some characteristics 
that are common to both. There is very 
little in common, on the other hand, between 
the business conception of income and psy- 
chic income. 
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Students of national income enlist support 
from many fields of investigation. Sociologi- 
cal and other inquiries in the field of social 
welfare are usually concerned with national 
income in the psychic sense. The tax-paying 
power of the nation is largely a question of 
the money income of the country. The great 
majority of the citizenry of the country can 
best understand national income as the 
business man conceives income—as_ the 
national dividend and the net increase in 
national wealth combined. What, then, 
should be the conception of income in terms 
of which national income should be ex- 
pressed? Studies of national income, in the 
past, have attempted to present conclusions 
in terms which involve more than one of 
these concepts. 


It follows, from the standpoint of individual 
income, that the correct way to attack the prob- 
blem is to ascertain the changes that have oc- 
curred, during the period in question, in the 
wealth of individuals. This method treats income 
as composed of two parts: (1) Current income, and 
(2) Gains or losses in the value of property owned. 

Current income, though a somewhat hazy con- 
cept,...is estimated here by summating (1) 
wages, salaries and pensions, (2) profits with- 
drawn from business, (3) dividends, interest, and 
rent received by individuals, (4) the rental value 
of homes occupied by their owners, (5) interest 
upon the sums invested in household furnishings, 
clothing, and the like, and (6) the value of com- 
modities which families produce for their own 
consumption ... there are good reasons for ap- 
proximating as closely as possible gains and 
losses in the value of property owned, and for 
giving these approximations a place in the income 
account.!4 


The above quotation indicates the extent to 
which one of the publications of the National 
Bureau of Economic Research digressed 
from the money and business concepts of 
income to include imputed incomes from 
owned property. The inclusion of income re- 
sulting from increased value of property 
owned is in sharp contrast to the psychic or 
service concepts of goods and services con- 
sumed. 

-.. Its staff was directed to undertake a 


e- Leven, M., Income in the Various States (1925), 
p. 28. 


thorough canvass of all the available materials 
and to make as close an estimate as possible of the 
size of the National Income, its variations from 
year to year in dollars and in goods, and the way 
in which this income is divided among the 


people.'® 


A considerable concession to the psychic 
concept of income is implied in the initial 
directions, quoted above, given by the Board 
of Directors of the National Bureau of 
Economic Research to their staff in outlining 
the first inquiry attempted by this Bureau. 
Not only were the staff to make their esti- 
mates in current dollars, but some attempt 
was to be made to estimate real income. 
Practically all studies in this field employ 
some means of “deflating” dollar incomes to 
incomes of constant purchasing power—an 
acknowledgment of the fact that current 
dollar estimates leave something to be de- 
sired as an expression of national income. 

It is not unreasonable, then, that there 
should be a number of distinct conceptions 
of income, each having the characteristics 
that make it especially useful in its particu- 
lar field of investigation. In those fields in- 
volving deductive analysis, where general 
social welfare is the dominant consideration, 
money measurements of income are liable to 
fall short of supplying the data necessary 
for comprehensive conclusions. For example, 
sociology is concerned almost exclusively 
with psychic income. It might very well be 
challenged whether a larger income of goods 
and services, as measured in money, always 
makes for more psychic income. Psychic 
satisfactions are liable to be relative meas- 
ures. Aggregate magnitudes extending over 
long periods of time often lose significance 
for such measurements. A like money income 
in 1933 might very well render substantially 
different satisfactions from the same money 
income in 1800, or even a like purchasing- 
power income. 

In other fields, however, aggregates are of 
primary importance. The amount of taxes 
to be levied, for example, is a fairly definite 
aggregate amount. Its calculation involves 


15 The Staff of the National Bureau of Economic 
Research, Income in the United States (1921), Vol. I, 
prefatory note, p. ix. 
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definitely measurable magnitudes—it must 
take into account the amount of money that 
the taxpayer can actually lay his hands on. 
The business man is concerned with an ac- 
count of the success of his undertaking in 
definitely measurable amounts. It is of 
prime importance for him to know the ag- 
gregate amount he has invested in the enter- 
prise, a current reporting of the extent to 
which he is recovering his investment, and 
the amount he is realizing in excess—his net 
income. Money measurements are indispen- 
sable in these fields of inquiry. 

There are several reasons why it seems 
desirable to employ the accountant’s con- 
cept in estimating the national income, at 
least in the initial stages of this study. First, 
the concept is perhaps more commonly used 
and hence better understood than any other 
income concept. Second, it provides a valu- 
able means of checking the accuracy of esti- 
mates and of avoiding the fallacy of “double 
accounting” by correlating the national in- 
come and the national wealth. Third, prac- 
tically the only data available for a statisti- 
cal study of national income must come from 
financial records that are the product of ac- 
counting. 

Since the accountant’s concept of income 
is to be taken as the basic concept in this 
study, a more careful examination of its 
characteristics and the underlying techniques 
involved may well be made at this point. 

The Accountant’s Concept of Income. The 
accountant is concerned with measuring 
current income accruing to the investors of 
capital funds as it arises in business under- 
takings. Reporting the situs of the equity in 
this new wealth among the individuals and 
interests contributing to its creation is one 
of his major tasks. The final disposition of 
the income distributed to the parties whose 
goods and services were utilized in the pro- 
duction, is of comparatively little concern to 
him. He is, however, interested in that part 
of the income that is reinvested in the par- 
ticular business enterprise. His task is to 
account for the cost of all the property en- 
trusted to the venture and for the equities of 
the several parties contributing it. From his 
point of view, the remuneration for the goods 
and services furnished by others than the 
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owners and investors of permanent capital jn 
the enterprise, are not a part of the “net 
income” of the enterprise, but must be de- 
ducted from gross returns before net income 
of the business is determined. 

As a practical tool of the business world, 
relied on largely as a means of measuring the 
success of business ventures and as a guide to 
management in business operation, the ac- 
countant’s technique is influenced greatly by 
practical considerations and his theories of 
value accretion are often tinctured with 
business expediency. A case in point is the 
presistent adherence to the view that the 
sale transaction is the sole criterion of in- 
come realization. As J. B. Canning"® points 
out, however, “it can be said with assurance 
that recent practice is tending towards find- 
ing the critical stage [recognizing the accrual 
of income] earlier and earlier in the cycle of 
operations.” Regarding the several stages at 
which income may be recognized, he says: 


There are many stages in the cycle of opera- 
tions that have been made to serve as the critical 
stage at which income emerges. In many enter- 
prises that stage is cash receipts; in most great 
enterprises it is the stage at which the sale occurs 
[or at which the service has been rendered for 
which a future ascertained payment separately 
becomes due]; in some instances it is the comple- 
tion of the goods which are contracted to be sold 
even though delivery has not been made or 
tendered; in a few instances the completion of the 
goods ready for sale even though no sale is made 
or contracted to be made, is the critical point. 


Although, as was pointed out above, in- 
come is always net by definition, there is 
nevertheless, considerable advantage to be 
gained from focussing the attention, at cer- 
tain points, on the total returns from busi- 
ness operations, of which income is the re- 
sidual part. One finds the terms “gross 
income,” “gross receipts,” “gross earnings,” 
“gross revenues,” and “gross returns” ap- 
plied to this aggregate. Any title which 
employs the term “income”’ is logically a 
misnomer since the aggregate is not a net 
amount. “Gross receipts” implies money 


16 The Economics of Accountancy (1929), p. 103. 
17 Op. cit., p. 104. 
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receipts (cash sales or collections following 
credit sales) and the term relates particu- 
larly to the concept of money income. The 
last three terms may be used synonymously 
without much danger of misinterpretation. 

Gross Earnings, Expenses, Net Income. 
Income conceived in terms of goods and 
services, measured in money, is the resultant 
of two phases of the work of the accountant. 
The first consists in accounting for the total 
returns for the goods and services sold, often 
referred to as “gross revenue,” the second 
phase involves the allocation of this total 
return among the parties or factors responsi- 
ble for the production of the goods and serv- 
ices. This second phase is normally deemed 
to comprise at least two distinct operations. 
The first of these is the allocation of that 
part of the total returns which represents 
the contributions of goods and services 
purchased from parties not part-owners or 
investors of permanent capital. The amounts 
thus allocated are termed expenses. The 
second involves assigning the remainder of 
the gross earnings, the “‘net income,” among 
the several part-owners and investors in the 
undertaking. The net income may be al- 
lotted as contractual payments, such as 
interest; voluntary disbursements to pro- 
prietors or stockholders; or as additions to 
proprietary accounts of that part of net in- 
come which is reinvested, either temporarily 
or permanently, in the business. 

Normally gross earnings measures the 
amount realized in current dollars, or in 
relatively immediate claims to current dol- 
lars, from the sale of the product or services 
of the enterprise. As was pointed out in the 
quotation above, however, other stages, in 
the cycle of operations are sometimes ac- 
cepted as criteria of income realization. 

Incorporated in the cost of the product or 
services produced by the business enterprise, 
are the costs of the services of the enterprise 
assets consumed or converted as well as the 
cost of the services directly purchased and 
converted in the productive process. These 
asset costs become expenses as they attach to 
the product or service sold. It is well nigh 
impossible to assign to any small lot of the 
product sold, the exact.amount of costs that 
are embodied in and attached to it. This 
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difficulty of assigning expenses to their 
particular earnings is perhaps the most 
dificult problem the accountant faces. 
Upon a correct solution of this problem, of 
course, depends the correct periodic report- 
ing of net income and its distribution among 
the equities to which it accrues. « “4 

Receipts and Accruals. The accountant’s 
conception of gross earnings closely resem- 
bles the concept implied in the term “gross 
receipts,” that is the total money received 
in exchange for the goods and services sold. 
Imminent fruition in money is a prime req- 
uisite to practically all criteria of periodic 
income realization, even on the “accrual 
basis.” The “accrual basis” of accounting 
for expenses, on the other hand, is materially 
different from the “‘cash basis,”’ and conse- 
quently the accountant’s periodic net income 
is quite different from net income realized 
in money. The principal difference between 
the accountant’s concept of income and the 
money concept lies in the amount of depre- 
ciation estimated by the accountant as an 
expense. Most of the goods and services 
acquired by business enterprises, such as the 
services of employees, of insurance compa- 
nies, the materials and supplies, and so on, 
are consumed or converted in the productive 
process, within a comparatively short period 
of time after purchased. Interpreting them 
as expenses as they are paid for would not 
be an egregious error. Some property used in 
production, however, releases its services 
over a relatively long period of time; such 
property is purchased and paid for in large 
amounts and at considerable intervals of 
time. The leading examples are plant and 
equipment. A cash basis of recognizing ex- 
pense for these items would be materially 
different from the accrual method employed 
by the accountant. The accountant assumes 
that services are rendered by depreciable 
property more or less continuously over its 
useful life, and that as the services are ren- 
dered the asset value of the property is dis- 
sipated. This is the essence of the concept of 
depreciation. 

For those goods and services that are con- 
sumed as acquired, the returns from gross 
revenue are required at once to replace them. 
For the services of depreciable property, 
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gross revenue provides resources (in the case 
of successful conclusion) that are in excess 
of immediate requirements for replacements. 
A money concept of income would count 
this excess as income, while the accountant’s 
concept of accrued income would regard this 
excess as a return of capital for property long 
since paid for, and not as net income. The 
same distinction is implicit in receipts of 
interest on securities bought at a premium, 
or in receipts from a terminable annuity— 
part of each receipt is a return of principal, 
not all of it is income. 

In other words, the accrual method of ac- 
counting for income is based on the assump- 
tion that the capital is left intact and that 
net income is the amount realized over and 
above that necessary to preserve the princi- 
pal. To be sure, the income may be spent for 
consumption goods and services, or it may 
be spent for other production goods; the 
income is determined independently of 
whether it is saved or consumed.!® 

The Accountant’s and Economist’s Con- 
cepts Contrasted. It is altogether reasonable 
that the accountant’s concept of income 
should contrast sharply, in many respects, 
with the economist’s. In the first place, as 
was pointed out above, the accountant is 
primarily concerned with the income of 
particular business enterprises, viewed espe- 
cially from the standpoint of the investors of 
permanent capital. The economist, in con- 
trast, is concerned with the ultimate distri- 
bution of the new wealth produced. Second, 
the economist thinks of income as the “net 
product” available for distribution among 
the several functional factors of production 
whose distributive shares are rent, wages, 
interest, and profits. These factors are con- 
ceived of as, respectively, land, labor, capi- 
tal, and responsibility-taking, and are per- 
sonified as landlord, laborer, capitalist, and 
entrepreneur. The accountant’s net income 
is the amount accruing to the investors, the 
distributive shares being interest, dividends, 
and surplus. The beneficiaries of the account- 
ant’s net income are separate entities; natu- 
ral persons or their legal representatives, as- 


18 Cf. Fisher, I., The Nature of Capital and Income 
(1906), p. 134. 
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sociations of various kinds, and other enter. 
prises. These distributive shares are not the 
price-determining shares as conceived by the 
economist, they may include a producer's 
surplus. The marginal supplier of the econo- 
mist’s factors of production is in fact hard to 
identify in actual business, and the different 
economic factors, as the economist conceives 
them, are seldom found isolated in separate 
natural persons. 

Further, although the terms “rent,” 
“wages,” “interest,” and “‘profits’”’ are com- 
monly found in accounting nomenclature, 
they are not comparable to the correspond- 
ing functional shares to which these terms 
refer in economics. Some of the terms that 
refer to distributive shares in ‘economics refer 
to expenses in accounting parlance, as for 
example, “wages” and “‘rent.”” Each term, 
as used in accounting, is generally a com- 
posite of two or more of the terms as used in 
economics. Thus, although wages are seldom 
separately reported in accounting, the wage 
payments invariably include elements of one 
or more of the other shares as conceived in 
economics.!® 

The economist apportions the gross re- 
turns among the several functional eco- 
nomic factors of production. The accountant 
in his books, apportions the gross returns of 
business according to the internal classifica- 
tion adopted by the particular enterprise as 
most useful for managerial purposes, as for 
example, by departments, operations, kind 
of goods or service used, class of business 
transaction, type of security evidencing the 
investment, and so on. The payments or 
actual distributions are made to either nat- 
ural persons or other business enterprises. 
No attempt is made by the accountant to 
classify the apportionment among the func- 
tional economic factors of production. 

In economics, in the price-making process, 


19 “Profits, as the term is frequently used by the 
general public, include the whole net return to the re- 
sponsible owner of a business after money outlay has 
been deducted from money receipts. This whole return 
usually includes at least three elements, (1) wages of 
some sort, principally for management, (2) interest on 
capital invested, and (3) a remuneration for taking the 
responsibility of production and making certain final 
decisions which necessarily fall to the owner.” Taylor, 
F. M., Principles of Economics, ninth edition, p. 494. 
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each of the distributive shares is assumed to 
accrue concurrently as production progresses 
and the total economic cost is precisely equal 
in the critical price-determining instance, to 
the amount paid by the buyer. The account- 
ant, on the other hand, assumes that net 
income suddenly emerges as the final act in 
a series of events—usually when the sale is 
consummated—and that net income, espe- 
cially that accruing to the proprietors, is 
residual. 

Finally the economist recognizes income 
only when it reaches the ultimate consumer, 
a natural person. The accountant, in con- 
trast, reports income at the various stages of 
production, as the product passes from en- 
terprise to enterprise, on its way to the ulti- 
mate consumer. 

The above distinctions between the ac- 
countant’s concepts and those of the econo- 
mist are summarized in the following: 


While it is true that from the standpoint of 
economics there is much force in the assumption 
that business income accrues as surely as do the 
actual costs incurred by the buyer, there are 
fundamental objections to the general adoption 
of such a conception by the accountant. Account- 
ing, it must be remembered, deals with specific 
enterprises; and hence the accountant must adopt 
essentially the viewpoint of the owners and man- 
agers of the particular business entity. And from 
the standpoint of the owners, costs incurred— 
purchased commodities and services—constitute 
a very different classification as compared with 
the peculiar services and conditions implicitly 
furnished by the business itself. The business does 
not buy or incur its own services; hence their 
value should not be entered as if they had been 
actually acquired. It is the buyer of thecompleted 
article who purchases the services of the produc- 
ing enterprise. The expense of doing business and 
the net return are quite distinct from the stand- 
point of the owners. Expenses are actually in- 
curred; there is no assurance that income is 
thereby accruing. One process is a definite matter 
of record; the accrual of income would be based 
purely on assumption. The whole scheme of 
modern income accounting is organized in such a 
way as to show net return as a residuum, a differ- 
ence between selling value and expenses. To ac- 
crue profit in general on the basis of completion 


Paton, W. A., Accounting The 1922),J pp. 
461-2. 
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percentages would be entirely unsound. Only 
where sale is assured, and the process long, should 
any such accounting be attempted. 


Failure to recognize the contrast between 
the economist’s point of view and that of the 
accountant has led to some accounting prac- 
tices that tend to defeat the purpose for 
which accounts are kept. Inclusion, in explic- 
it expenses, of economic costs such as sala- 
ries of the proprietors, rent of owned property 
and interest on the proprietary investment 
are examples. To argue that these items 
should be included in the accountant’s ex- 
pense category is to argue that accounting 
for the individual] enterprise should be aban- 
doned in favor of accounting for total eco- 
nomic costs from the standpoint of the entire 
market situation. To make the costs of 
separate businesses conform to and reflect 
economic costs is, as a practical matter, well 
nigh impossible. If it were possible definitely 
to determine economic costs, and if the in- 
dividual enterprise were to make its costs 
coincide therewith, the net profit balance 
would indicate only the intramarginal pro- 
ducer’s surplus, if any, or the amount by 
which the company failed to realize eco- 
nomic profit or other return. No comparative 
data would result, the costs of all the enter- 
prises in the same industry would be alike— 
marginal costs. 

The whole question of whether actual 
historical costs or imputed costs (this in- 
cludes all costs that are not actual, from the 
point of view of explicit transactions en- 
tered into between the particular enterprise 
and other parties) should consitute account- 
ing data is that of whether the accountant 
can or should attempt to account for enter- 
prise income on the basis of the same set of 
concepts that the economist uses. The in- 
clusion of imputed costs of any variety, in 
the accounts, invariably results in a con- 
fusion of expenses with aspects of business 
income or its distribution. 


Nore: An individual might conceivably view 
income as the annual amount available to him 
for purposes of consumption, due provision being 
made for the continuance of the income through- 
out his life. To illustrate: 

(1) For a person, all of whose income is from 
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property, the amount available for consumption 
each year would be an annuity which would 
terminate with his death. For example, suppose 
an individual owned bonds costing $200,000.00 
par and yielding an effective and bond rate of 
interest of five per cent. This is his sole source of 
income. What should he consider as the net in- 
come that he can use for living expenditures, 
pleasures, and the things that we commonly 
think of income as being spent for? Assuming 
that his life expectancy is fifty years from date, he 
could purchase, for $200,000.00, a fifty-year 
annuity of $10,955.35. The annual interest re- 
ceipts from the bonds are $10,000.00. He might 
providently consider his income as $10,955.35, 
selling a portion of his holdings to supplement his 
interest receipts. This concept is not one based on 
what he consumes, but it is based on what he can 
providently consume. It includes a part of what 
one would normally call “principal.” It is not a 
part of his principal in the sense that he is 
undermining his future income. 

(2) For an individual whose only source of in- 
come is his own services, net income for the year 
might well be construed as the returns from his 
personal services less an amount which he should 
invest in property to provide for his unproductive 
years. Suppose, for example, that an individual, 
owning no property, is able to earn from his per- 
sonal services, $10,000.00 per year. Assume that 
this earning capacity will endure for twenty 
years, after which time he will no longer be able 
to earn anything from his own services. Suppose, 
further, that his expected life is fifty years from 
date, that is, thirty years beyond his earning life. 
What should he consider as his net income avail- 
able for consumption, having in mind provision 
for the continuance of this income for life? 

The amount of $3,173.60 per year, invested at 
five per cent compound interest for twenty years, 
will yield a principal sum of $104,938.49. This 
yearly investment from his earnings will leave 
$6,826.40 as his consumable income. $104,938.49 
will purchase a thirty-year annuity, at five per 
cent, yielding $6,826.40. The net amount that he 
could spend every year of the remainder of his 
life, from the above assumptions, would, then, be 
$6,826.40. It is, of course, quite senseless to main- 
tain that this individual should save a capital 
fund out of his personal service earnings to pro- 
vide an income in perpetuity. That sort of an 
income concept is of no value to him because he 
cannot use an income that long. An income be- 
yond his natural life would not be an income to 
him but to someone else. 

This concept is not unlike that generally held 


The Accounting Review 


in relation to income from natural resources. The 
corpus of the resource is assumed to have beep 
acquired by the original owner free of cost. The 
only costs that he incurs are assumed to be those 
incurred in the discovery and those required to 
extract the resource. All returns in excess of these 
costs are income. Thus, in reality, a part of what 
is generally regarded as income in this field, js 
return of principal. The Internal Revenue De. 
partment, however, virtually allows the discoy- 
erer, under certain specified conditions, to set up 
a discovery value in the case of mines and oil 
wells, and to deduct (not to exceed fifty per cent 
of the net income of the discoverer, computed 
without allowance for depletion) depletion there- 
on for income tax purposes. 

Gifts and inheritances are commonly treated 
in the same manner. That is, all returns from an 
inherited estate are considered income, even 
though the estate may not be preserved. 


The Accountant’s Concept, his Assumptions 
and Technique. The accountant is more or 
less aware of many of the different concepts 
of income that are common to the several 
fields of social work and economics. His 
peculiar task, however, is that of interpret- 
ing a great variety of business transactions 
in terms of concepts that will be helpful in 
the conduct of business and make available, 
at frequent intervals, data that will be 
historically accurate and at the same time 
pertinent to management. Some of his more 
serious problems, as suggested by the fol- 
lowing, are treated below. 


Ultimate Total Income and Periodic Income 
Appreciation, Capital Gains and Losses 
Expenses, Losses, and Assets 

Depreciation 

Changes in the Value of Money 

Avoidance of Double Counting 

The Technique of Consolidation 


Ultimate Total Income and Periodic In- 
come. The difficulty of imputing expenses to 
individual sales or even to the gross earnings 
of the accounting period, the month or year, 
is an ever present problem for the account- 
ant in the periodic determination of enter- 
prise income. The longer the period for which 
the income is to be determined, the smaller 
the relative amount of error. Absolute ac- 
curacy can be attained only when the 
venture is completed and the enterprise 
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terminated. The total expenses incurred 
throughout the undertaking can then be 
said to apply to the gross returns for the 
same period.”* Income calculation for a 
period less than the duration of the venture, 
involves consideration of the different cri- 
teria of income realization, that is the period 
in which the income is to be recognized, and, 
in addition, the allocation of the expenses to 
the revenues as recognized. Many of the 
services utilized in the business of producing 
or assembling and selling a product do not 
attach to particular units in a manner direct 
enough to permit more than an approxima- 
tion of accuracy. Some services are utilized 
as a function of time—insurance, for exam- 
ple; other services are utilized some time 
after the product itself is sold and delivered. 
Thus, for example, agreements to “service” 
and keep in running order, for a specified 
time, a product like a piece of equipment, 
may call for services” after the equipment is 
sold and delivered. Many services are so 
general as to almost defy logical allocation 
except the obvious one, that they belong 
to all of the earnings for the entire venture. 
Cost of organizing the enterprise are of this 
nature; developmental costs and deprecia- 
tion are also of this nature. Obviously, it is 
impossible to apportion such costs accurately 
over less than the entire revenue of the 
undertaking, and it follows that it is also 
impossible to calculate net income accurately 
for a period less than the duration of the 
enterprise. 

For effective administration of business, 
nevertheless, it is important that the ac- 
countant furnish some data indicative of the 
success of the venture before the enterprise 
is terminated. It is, in fact, imperative that 
rather close approximations to the trend be 
disclosed at frequent intervals. 

Appreciation, Capital Gains and Losses. A 
part of the ultimate net income of an enter- 
prise can be assigned in some cases to nat- 


*t This viewpoint suggests another concept of income 
that is in contrast with Fisher’s notion that income is a 
“flow of services through a period of time . . . .”” Income 
may reasonably be thought of, not as a function of time 
at all, but in terms of an undertaking. Thus, the per- 
forming of a particular job results in income, but no 
income at all is earned until the job is completed. 
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ural growth and other increases in value. In 
the case of timber tracts, orchards, and 
similar properties, natural increase, com- 
monly called accretion, is an important factor 
in financial history. In other cases enhance- 
ment of property values due to changing 
business and general economic conditions, 
a general rise in the price level, or other 
factors which result in an increase in effec- 
tive value over actual cost, usually referred 
to as appreciation, are of marked significance. 
At what point, in the succession of events 
that lead to final fruition of these gains in 
cash, should the accountant recognize the 
change? Eventually, if no cognizance is 
taken of it before, the gain will be realized 
in cash when the property itself, or the prod- 
uct resulting from its use, is sold. Until 
such time as the gain is validated by sale, 
the increased value is commonly character- 
ized as unrealized and the gain as “unearned” 
or “unrealized income.” The following defi- 
nitions of “realized income” and “unreal- 
ized income” are found, at least “by implica- 
tion if not in the form of outright statement: 


1. Unrealized income is income not yet realized 
in cash. 

2. Income is not fully realized until it is 
actually available for dividends. 

3. Unrealized income [paper profits] is appar- 
ent income remaining tied up in the same 
type of commitment as gave rise to such 
income.” 


One of the most controversial aspects of 
income determination is the relation of 
“unrealized income” to revenue. It is gener- 
ally agreed among accountants that pure 
accretion constitutes a form of income in the 
“unrealized” stage. The major difference in 
opinion centers around the recognition of 
unrealized income from appreciation. H. W. 
Sweeney holds that “All the income—real- 
ized, unrealized, and the total thereof— 
coming into existence during a period should 
be credited to that period, but the realized 
should continue to be separated from the 
unrealized.’ This is the generally accepted 


2 Paton, W. A., Accountants’ Handbook (2nd ed., 
1932), Sec. 20, p. 1097. 

% Sweeney, H. W., “Income,” The Accounting Review 
(Dec., 1933), p. 335. 
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version whenever appreciation is taken up recognized in the income accounts, the bal. 
on the books. The unrealized appreciation is ance sheet should by the same token reflect 
recorded in a special surplus account and current values. The assumptions underlying 
transferred to earned surplus directly or such a scheme of accounting are that the 
included in income as the appreciation is materials sold are purchased at the moment 
realized through sale or other disposition. of sale and that the final inventory is pur. 


he f of chased as of the inventory date. Any gains 
resulting from actual purchases at 


deemed inexpedient to separate income due 
ae . other times are construed as gains or losses 
to appreciation from the other types of in- f se The follow} 
come ultimately realized through sale. This ‘T0™ Price changes. ‘he tollowing example 
is especially true of the great variety of items illustrates the difficulties involved =. 
constituting the “stock in trade” of the counting for income accounting in this 


general merchant. If current costs should be manner. 


Assumptions: (1) 1000 units of material are purchased at $1.00. (2) 400 units are sold for $1,200.00 
when the market price is $1.50; 500 units are sold for $1,300.00, the current market price at the time 
of sale being $1.80. (3) 100 units, with a current market price of $.90; are on hand at the end of the 
accounting year. There are no costs other than that for materials, and all transactions are for cash. 
Accounting Treatment: 


(1) 
(2) 


600 units appreciated from $1.00 to $1.80 and 400 units appreciated from 
$1.00 to $1.50. 
Appreciation from $1.00 to $1.50 realized on 400 units and from $1.00 to 
$1.80 on 500 units sold. 
Unrealized appreciation on 100 units from $1.00 to $1.80 that were unsold. 
(3) 
All unrealized appreciation from $1.00 to $1.80 on 100 unsold units is lost. 
A net loss of $.10 each realized on 100 unsold units when market cost fell 
below historical cost (from $1.00 to $.90). 
Decline in value from $1.80 to $.90 realized on 100 units. 
(closing entries) 
To close to Current (Operating) income the current market cost of the 
materials sold. 


To close into Net income the current income from operations. 
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To close into Net income the net amount realized from appreciation and 
loss in value of materials, thus recognizing appreciation as a phase of 
Net income. 
Income Sheet 
Less: 
Cost of Materials sold: (market) 
Appreciation. .................... $600 .00 
ere 10.00 590.00 $1,590.00 
Less: Inventory: at cost............ $100 .00 
Less: decline in market........... 10.00 90 .00 
Market cost of materials sold......... 1,500.00 
Operating income...................... $1,000 .00 
Appreciation income: 
Realized appreciation................ $600 .00 
Less: realized loss................... 10.00 590 .00 
Total Net income..................... $1,590.00 
Balance Sheet 
Assets Equities 
Inventory (at market cost)..... 90.00 
$1,590.00 $1,590 .00 


By “unrealized loss” is generally meant a 
decline in value of unsold property due to 
changes in prices or other factors beyond 
the control of the management. As in the 
case of unrealized gain, many hold the opin- 
ion that such losses should not be booked 
until realized through sale. The Bureau of 
Internal Revenue, for example, does not 
permit holders of securities (other than 
dealers in securities) to deduct such losses in 
the value of their holdings, for purposes of 
the income tax, except where utter worth- 
lessness can be clearly demonstrated. This 
would be an unfortunate attitude for the 
accountant to take, particularly in regard to 
readily marketable securities. The loss is 
unquestionable and the amount definitely 
measureable. With respect to land and other 
property values, market prices are more 
tinctured with estimate; the actual loss and 
the exact measure of it are not quite so ap- 
parent. 


Unless the change in value is of an appre- 
ciable amount, definitely measureable, and 
of a relatively permanent nature, neither 
unrealized gains nor unrealized losses should, 
in general, be recognized by the accountant. 
In any case the actual cost data should be 
preserved in the accounts and the recognized 
variations therefrom segregated in special 
valuation accounts. Capital gains and losses 
are generally regarded as special adjust- 
ments to surplus when realized, seldom are 
they combined with current income in ac- 
counting practice. 

Expenses, Losses, and Assets. Closely re- 
lated to the task of assigning costs to periodic 
revenues, is the problem of differentiating 
between expenses, losses, and charges to 
property. Although the theoretical distinc- 
tions are clear, it is not always obvious, in 
practice, whether a particular charge con- 
stitutes a cost of current revenue, an out- 
right loss without any compensation, or 
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whether the charge is assignable to future 
revenues and hence should be construed as 
an asset. The concept underlying a large 
part of the asset classification in the typical 
balance sheet is that of costs chargeable to 
future revenues. Such charges are ordinarily 
referred to as “capital charges” or “deferred 
charges.” The criteria for capital charges 
include the following: 


1. Expenditures for services that are rendered 
as a function of time and covering several 
accounting periods, such as insurance pre- 
miums. 

2. Expenditures that are made in connection 
with transactions, the revenue from which 
will not be recognized until some future 
period, as for example, costs of developing 
or selling a product the revenue of which is 
to be recognized by the “installment 
method.” 

3. Improvements to depreciable property, or 
replacements at a cost higher than the 
original cost of the unit being replaced. 

4. Expenditures that will increase future 
revenues. 

Occasionally charges are made to current 
expenses in anticipation of future losses or 
expenditures. To the extent that the future 
losses or expenditures are highly contingent 
and problematic, the current charge has 
little validity. As an extreme view, all of the 
assets might be charged to expense in antici- 
pation of possible future reverses. Where the 
future expenditures are definitely foreseeable 
and measurable, the current expense charge 
may be legitimate. Examples of such charges 
are found in connection with leaseholds, 
where the lessee is obliged by contract to 
restore the property, at the termination of 
the lease, to its original condition as taken 
over. The cost of dismantling depreciable 
property is often prorated over the useful 
life of the property by charges to expense. 

Depreciation. A part of the problem of 
periodic accounting for income is that of 
depreciation. As already pointed out in this 
study, periodic income accounting is no more 
or less than an attempt to account, piece- 
meal, for the ultimate total net income of an 
undertaking. The sum of the several periodic 
net incomes should, then, be the ultimate 
net income of the venture. There are seem- 
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ingly little grounds for maintaining that 
anything but actual cost should be consid- 
ered as expense for the entire venture. The 
probability that the costs will be higher for 
a similar subsequent undertaking really has 
no bearing on the costs of the present one, 
and should not be allowed to affect the deter. 
mination of present costs. To use any basis 
other than cost is, in effect, to impute to the 
current period, costs that would have been 
actual if conditions had been different. There 
is very little support for the proposition, for 
example, that labor costs of the current 
period should be ignored and the costs that 
will probably have to be paid ten years 
hence substituted therefor. Depreciation 
based on the probable cost of future re 
placement prices has no better claim to 
validity. 

There is, perhaps, more logical support to 
account for income on the present replace- 
ment cost basis. This basis is an attempt to 
show effective costs, but it is impossible, at 
the same time, to show the current market 
cost of depreciable assets on the balance 
sheet. That is, it is impossible to assume that 
the unit in use was purchased at the time it 
was used—perhaps at the average market 
cost during the period—and at the same 
time assume it was purchased as of the in- 
ventory date. There is a difference between 
the average price during the depreciation 
period and the price at the end that must be 
assigned to either the depreciation of the 
period or the asset at the end of the period. 
The current replacement cost basis for esti- 
mating depreciation cannot claim to main- 
tain physical capital as does the future cost 
of replacement basis, for only the last charge 
for depreciation is based on the cost neces- 
sary to replace the unit. 

There is still some feeling among business 
men and even among accountants, that de- 
preciation is quite a different sort of expense 
from the other expenses that are purchased 
as they are converted. It is often felt that the 
amount of depreciation is more or less ar- 
bitrary, that it is no great offence to manipu- 
late the amount to effect a more favorable 
showing in the income sheet. Other expenses 
are sometimes characterized as out-of- 
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pocket costs in contrast to depreciation. 
Depreciation is just as much an out-of- 

ket cost as any of the expenses, in fact it 
is likely to have been the first out-of-pocket 
expense. The expense is not paid during the 
current period, to be sure, but that is because 
it has long since been paid. Income sheets 
are often drawn up in a form to imply that 
depreciation is the last of the expenses to be 
recovered. There is no preferential order in 
which expenses are recovered. The net in- 
come is conceived as the last element in 
gross revenue to be recovered, but it is 
questionable if this view can be substanti- 
ated in logic. There is no such thing as “net 
income before depreciation,” until deprecia- 
tion is accounted for, net income cannot be 
disclosed. 

Changes in the Value of Money. Accounting 
for the national income in terms of social 
income connotes taking into account changes 
in the purchasing power of money. King of 
the National Bureau of Economic Research** 
expresses his attitude on the matter as fol- 
lows: 


The most convenient unit for measuring the 
income of the people of the United States is the 
dollar. But, as it happens, the dollar of 1909 was 
avery different unit from the dollar of 1919, and 
the latter in turn had little resemblance, in its 
purchasing power, to the dollar of 1921. Al- 
though, throughout the period, the United States 
Government has always been ready to redeem its 
money in gold dollars of constant weight, these 
gold dollars have varied greatly in their ability 
to purchase goods. If, therefore, we were to ex- 
press the income offthe people of the nation in 
terms of the dollars of the various years and make 
no further corrections, the changes in the totals 
would have little significance, and we might be 
accused of attempting to deceive the public as 
to the facts. What counts with the average citizen 
is not how many dollars he receives per annum, 
but how many goods a given number of dollars 
will buy. 


The accounting fraternity does not conscious- 
ly aim to reflect in their accounts changes 
in the value of money; the accountant aims 
rather to report income in the dollars current 


* The National Income and its Purchasing Power 
(1930), p. 65. 
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at the time. Unconsciously, perhaps, some 
allowance for these changes are often advo- 
cated. For example, in attempts to include 
imputed costs, as outlined above, in the 
expenses, the urge to express, in the accounts 
the changing value of money may often be 
the motive. Charging depreciation at re- 
placement cost is purely an attempt to book 
present or future prices instead of the prices 
paid some time in the past. 

In accounting for the national income, 
however, the purpose may be to measure 
the relative welfare of the people of the na- 
tion and their progress towards better living 
conditions. Money, as such, does not assume 
the importance in national income account- 
ing that it does in enterprise accounting 
where the outlays are for the most part made 
in current dollars. Money to the nation is 
comparable to tokens or departmental debit 
and credit memos within an industrial enter- 
prise, simply a medium of internal exchange. 
Thus, in measuring national income, changes 
in the value of money might well be elimin- 
ated, in so far as this is possible. The selec- 
tion of the index of these changes is, then, of 
primary importance. 

Regardless of what doctrine is held with 
respect to the relation between gold and 
money, and between money and the price 
level, there is no denial that the value of 
money changes from time to time. If an 
index of prices made up of all commodities 
and services produced during the period were 
applied to the income accounted for by the 
electric light and power industry, the result 
would show the purchasing power of that 
income in terms of all commodities that are 
purchased in that period. An index of prices 
of commodities and services that go to make 
up the budgets of families as consumers, 
would, if applied to the national income ac- 
counted for by any industry, show the rela- 
tive purchasing power of this income in 
terms of standards of living. 

Probably the best single index to be ap- 
plied for purposes of estimating the pur- 
chasing power of any part of the national 
income, is that index of the prices of goods 
that go to make up the “‘cost of living” index 
reported by the United States Bureau of 
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Labor Statistics. The index is available to 
all and its merits are fairly well known. In 
support of an index of the prices of consu- 
mers’ goods, to be used in national income 
studies, King of The National Bureau of 
Economic Research” says: 


For several reasons it seems wisest to use, in 
the construction of an index number, the values 
of consumers’ goods only. First, all other classes 
of goods are purchased not with a view to the 
service which they themselves will render, but in 
the expectation that they will add to the possi- 
bilities of economic gain. The services anticipated 
from all classes of production goods, securities, 
etc. are then indirect, while the services rendered 
by consumers’ goods are direct. This means that 
the market values of all indirect goods depend 
upon the guesses as to the probable values in the 
future of the direct or consumers’ goods into 
which the indirect goods are expected to mature. 


J. M. Keynes?’ supports a cost of living 
index as the real measure of the purchasing 
power of money, in the following quotation: 


Is there any one of these Price-levels, and if so, 
which, corresponding par excellence to what we 
mean by the Purchasing Power of Money? We 
need not hesitate over the answer to this ques- 
tion. However great the theoretical and practical 
difficulties of measuring changes in the Purchasing 
Power of Money, there need not be any doubt 
as to what we mean by it. We mean by the Pur- 
chasing Power of Money the power of money to 
buy the goods and services on the purchase of 
which for purposes of consumption a given com- 
munity of individuals expend their money income. 


Avoidance of Double Counting. Up to this 
point the accountant’s technique and his 
assumptions have been surveyed with the 
purpose in mind of appraising their applica- 
bility to the problem of determining national 
income and national wealth. The following 
discussion purports to show how the basic 
technique of double-entry accounting avoids 
one of the most serious fallacies often com- 
mitted by economists and others—that of 


% Cf. The Federal Trade Commission, National 
Wealth and Income (1926), p. 225. 

6 Op. cit., p. 66. 

27 4 Treatise on Money (1930), p. 54, and Cf. Mar- 
shall, A., Money Credit and Commerce (1923), p. 30; 
“The general purchasing power of money should prop- 
erly be measured by reference to the retail prices paid 
by the ultimate consumers of finished commodities.” 
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double or multiple counting of income. 
Alfred Marshall?® cautions against this 
fallacy in the following much-quoted pas- 
age: 

We must be careful not to count the same thing 
twice. If we have counted a carpet at its full 
value, we have already counted the values of the 
yarn and the labor that were used in making it; 
and these must not be counted again. But if the 
carpet is cleaned by domestic servants or at a 
steam scouring works, the value of the labor 
spent in cleaning it must be counted separately; 
for otherwise the results of this labor would be 
altogether omitted from the inventory of those 
newly-produced commodities and conveniences 
which constitute the real income of the country. 


Professor Fisher?’ states that to count the 
new wealth created and to count the income 
that this new wealth subsequently gives rise 
to, is a species of double counting. This view 
is the result of confusing revenue or total 
return and income. Unless the wealth gives 
rise to other wealth (revenue) in excess of the 
amount consumed or converted, of course 
there is no income. Capital goods give rise to 
income in the sense that they make possible 
the combination of their own services with 
the services of the income recipient, which 
latter services constitute the income. Unless 
the combined services of the capital good and 
the income recipient will return more than 
enough to replace the capital good, then the 
income recipient receives nothing for his 
services and no income results. If on the 
other hand, one were to count as income, 
the entire return from the services of both 
the capital good and the income recipient, 
there would most certainly be double count- 
ing, because the benefits or returns from the 
capital good were all counted as income 
when the capital good was created. 
Suppose for example that a man were to 
invest $10,000.00 in a building which he 
lets out for hire, at $100.00 per month. 
What is his income? When was the $10,000.00 
income? The $10,000.00 must have been in- 
come some time before he invested it in the 
building. The investment in the building 


28 Principles of Economics (1920), p. 79. 
29 Fisher, I., The Nature of Capital and Income (1906), 
p. 108. 
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gives rise to no income, no new wealth is by 
this act created. The rentals of $100.00 per 
month may or may not give rise to income. 
If $100.00 per month is enough to permit the 
recovery of the $10,000.00 invested in the 
building, all other costs necessary to keep 
the building rented, and some return to the 
owner for his efforts, then there is income to 
the extent of the returns to the owner. If a 
man were to earn $1,000.00 and invest it in 
an automobile, when would income result? 
The $1,000.00 was income before it was in- 
vested, it should be counted as income when 
it was first earned. From that time on (as- 
suming that the automobile is used only for 
pleasure) income is being consumed. During 
the life of the machine the owner will con- 
sume income to the extent of $1,000.00—and 
more, to the extent of the gasoline, oil, and 
repair man’s services that are required to 
run the car. The owner must earn more in- 
come from other sources to pay for the re- 
pairs and the garageman will earn income 
when he repairs the machine. There is noth- 
ing peculiar about the fact that $25.00 is 
earned by the owner when he furnishes legal 
advice, for example, and that $25.00 is 
earned again by the garageman when he 
repairs the car. The same $25.00 in money 
tokens may be involved in both cases but 
two different services were rendered and 
each service should give rise to income. The 
same $25.00 in tokens may, as a matter of 
fact, be the evidence of a good many incomes 
earned before it is destroyed by the issuing 
bank. Every time it evidences the creation 
of new wealth or services, it will be earned. 
To deny that capital produces a return to 
the owner is to deny that capital is produc- 
tive. This does not simply imply that capital 
is reproductive, but that capital will give rise 
to income—something beyond enough to 
preserve the principal. The only incentive to 
postponing the use of current income is the 
prospect that it will bear income in the 
future. Fisher, continues at this point to in- 
sist that savings cannot be counted as in- 
come. Of course, it is all the same argument, 
savings are effected by investing in capital 
goods, the income is determined indepen- 
dently of what becomes of the income. 
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Although he regards accounting as a 
“complete, consistent, and logical system,’’*° 
Fisher does not seem to understand its 
technique thoroughly. “It is true that the 
value of the new house must be entered on 
the capital balance sheet, but the cost of 
producing it belongs properly to income ac- 
counts.” The above quotation certainly 
does not anticipate any agreement between 
the income sheet and the balance sheet. To 
quote from the same author, “You cannot 
eat your cake and have it too.’’® If the cost 
of the house is to be regarded as an expense— 
asset consumed in the production of revenue 
—it can hardly, at the same time, be re- 
garded as an asset. You cannot logically 
conceive of assets consumed and at the same 
time existent. Income and the stock of 
wealth from which it flows are very closely 
related. Depreciable property gives rise to 
income, but in so doing it is itself sacrificed, 
in time. The capacity to earn income is 
assumed by Fisher to be the very source of 
its value, through the discounting process. 
Whether the capitalized value of future in- 
come is accepted as the true measure of the 
value of the property or not, it is quite cer- 
tain that the value of the property inheres 
in its capacity to earn income. Even though 
this capacity is terminable, it does not follow 
that the capacity terminates with the crea- 
tion of the property which has served to pro- 
duce income for some time. It still has value 
in that it will produce still more income; but 
its value at that time will not be equal to its 
value new, by virtue of the discounting 
process. Thus the value of depreciable prop- 
erty disappears as its service life becomes 
less, not all at once. Depreciation is a real 
expense, cost is not at once an expense. 

To insist that the cost of a depreciable 
asset is at once an expense (consumed in 
producing revenue), is to insist that money 
is the only property that has value. Money, 
by and of itself, has value largely because it 
can be freely exchanged for other forms of 
wealth. This, at least, implies that the things 
for which money can be exchanged are the 


30 The Nature of Capital and Income (1906), p. 140. 
31 Supra, p. 124. 
® Op. cit., p. 135. 
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real values. To exchange money for other 
forms of wealth surely does not, at the mo- 
ment, involve a loss. The value disappears 
only as the property wears out or otherwise 
becomes less useful. If property depreciates 
without producing any returns whatsoever, 
then there is a real loss, if the property gives 
rise to income, the total returns from it must 
be more than enough to cover depreciation 
and all other expenses. 

The Technique of Consolidation. Combin- 
ing the gross revenues, expenses, and net 
income items of several enterprises so as to 
disclose the same items in terms of the trans- 
actions of the group, as an entity, with the 
parties outside the group, involves the tech- 
nique of “consolidating” the several state- 
ments. Any procedure by which several 
statements are consolidated must especially 
provide against double or perhaps multiple 
counting. The technique of the accountant 
is almost above reproach in this respect. 

Merely summing the items of the several 
members of the group will succeed in escap- 
ing the fallacy of multiple counting for net 
income if none of the transactions among the 
members of the group results in assets to be 
reported in the balance sheets of the mem- 
bers at the close of the accounting period. 
That is, if all of the intercompany transac- 
tions are either non-profit transactions or 
are transactions that result in revenues for 
some members and expenses for others, no 
multiple counting will be incorporated in 
the net income which is calculated from these 
summed items. Such a method of combining 
the income data would result in double 
counting for the intermediate items such as 
gross revenues, total expenses, and non- 
operating net income items. If one of the 
members sells, at a profit to another member, 
an item that constitutes an expense for the 
second member, the amount involved—the 
selling price—will be entirely eliminated 
from the net income of the second member 
and included in the net income of the first 
member, thus not appearing in the net in- 
come of the group. 

The summation of the net incomes of the 
members of the group will accurately dis- 
close the net income of the group as a whole, 
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free from double counting, provided, as in 
the case above, there are no resulting assets 
at the close of the period that are the result 
of profit transactions among the members, 
Fisher refers to this method as the “‘method 
of balances.” 

The accountant, however, does not em- 
ploy either of the above methods in prepar- 
ing consolidated statements for a group of 
affiliated enterprises. He employs what 
Fisher refers to as the ‘“‘method of couples,” 
Both of the above methods requires that all 
of the profit transactions among the mem- 
bers of the group be entirely cleared from the 
accounts by transactions with parties out- 
side the group. When, as is usually the case, 
goods or services that are exchanged among 
members of the group at a profit are still 
undisposed of from the standpoint of the 
group, and are to be included in the assets 
of any one of them, a more complicated 
technique is employed. Fisher, in explaining 
the “method of couples” does not assume 
that any assets of this nature are involved, 
his assumptions are entirely too simplified. 
The method employed by the accountant is 
usuable whether assets are involved or not. 

Just how far the process of consolidating 
the financial statements of enterprises should 
be carried, in calculating the national in- 
come and the national wealth, is a question 
of no small importance. Certain aspects of 
the problem are largely academic, since data 
sufficiently comprehensive to carry the pro- 
cess very far are not available. If each in- 
dividual were considered a separate enter- 
prise in the business of producing goods and 
services for the nation, and if the income 
statements of all individuals were available, 
a complete and thoroughgoing job of con- 
solidating them would disclose no saved in- 
come for the nation at all, except that real- 
ized from international trade. Much of the 
property values that we think of as perfectly 
legitimate values would disappear in such a 
scheme, because most of them are created 
through transactions among the people of 
the nation. Certainly the national income 
arrived at from any such procedure would 
not be the sort of income that is generally 
conceived in the expression “income,” 
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Should, then, the national income be con- 
ceived of as that involving no consolidations 
at all? The limits to which this concept 
would carry are difficult to comprehend. 
Should each department in a fabricating 
concern, involving the processing of the 
product in successive stages, be considered a 
separate enterprise, passing its product on 


and income, to avoid double counting, by 
correlating the changes in economic condi- 
tion with the status of economic condition 
at the beginning and end of the period. 
Many of the problems that confront the 
student of national income have been met 
by the accountant and a workable solution 
formulated. The problem inherent in the 


to the next department with a profit in- periodic determination of income, including 
hat cluded? Should each operation in the process those of allocating revenues and expenses; 
awe book a profit before the product is passed on the problems encountered in consolidating 
all to the next? Obviously, any such scheme of or combining several sets of data into one 
— accounting for income would accrue entre- exhibit for the group as a whole; and the 
the preneurial income for individual processes interrelation between income and property 
out- before it could be determined whether the as complementary concepts have been trans- 
anes: product as a whole consisted of valuable lated, by the accountant, into a technique 
= accretions to the individual parts purchased _ that is in its main outlines, universally em- 
still from others. Inventories would, as a conse- ployed in business and is perhaps better 
the quence, be valued at hoped-for selling prices, understood among people in general than any 
sets less costs yet to be incurred. These are the other method of exhibiting economic data. 
ited limits between which the most useful con- Yet in spite of these apparent virtues, it 
ung cept of national income lies. As was pointed appears that no attempt has ever been made 
— out above, the data necessary for either of to employ the technique of accounting in 
ved, these extremes are not available. In the estimating the national wealth and the 
ied. present study, only data of operating electric national income as thoroughly interrelated 
t Is light and power companies were used, sothat _ studies. 
lot. the question of consolidating the statements There are, to be sure, some phases of the 
Ng was largely avoided. Undoubtedly some of accountant’s technique that must be applied, 
uld the statements were consolidated, but for in studies of this nature, with caution. The 
In- the most part sales and purchases amongthe technique of consolidation, for example, 
‘100 electric light companies were considered might seem to be particularly applicable to 
: of legitimate transactions as reported. national income. But, as previously pointed 
ata The Accounting Technique Applied to out in this study, the national income is not 
ae National Income. commonly conceived of as only the income 
me _ Starting with these concepts of services [gross that the nation, wanioes unit, realizes from its 
income] and disservices [expenses], the student of dealings with other countries. Consolidation 
und income can scarcely go astray if he will take the is a technique which is employed principally 
ane trouble to learn the ordinary bookkeeper’s art of among affiliated enterprises, under more or 
ble, crediting and debiting. ... The total netincome less common management, |where the com- 
pe from source A is the net sum found by adding munity of interest is such as to militate 
in- together the values of all its services and sub- against freely competitive dealings, and 
- tracting the value of all its disservices.* where inter-company profits may be the 
tl The accountant’s technique is a “com- result of connivance rather than competition. 
as plete, consistent, and logical system” de- The grouping of enterprises and industries 
ted signed especially to cope with problems of for purposes of national income calculation, 
' income and its measurements. As a scheme is an artificial grouping, community of in- 
a to avoid double counting, it is infallible; it terest is almost entirely lacking, the mem- 
id provides a sure method of checking the ac- bers are not operating under a closely inte- 
ly curacy of its allocations as between capital grated common ownership. Therefore the 


transactions and commitments among them 
are presumed to be based on competitive 


” 8 Fisher, I., The Income Concept in the Light of Ez- 
perience (1927), p. 4. 
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prices and the profits resulting therefrom 
represent the value of the owners’ contribu- 
tions to the product. This sort of profit 
should not be eliminated by consolidation 
even though all enterprises are, in reality, 
owned in common by the individuals of the 
nation. The national income is, therefore, 
rather the combined incomes of the individ- 
uals of the nation. 

In the matter of differentiating between 
expenses and distributions of income, the 
accountant’s terminology does not suggest 
the true relationship, for purposes of na- 
tional income. Some of the items that are 
expenses in accounting for business enter- 
prises, are incomes for the individuals of the 
nations, as for example, salaries and wages. 
In fact, the net expenses, consolidated for 
all business enterprises, are incomes for 
individuals. All revenues of business enter- 
prises are either expenses for other enter- 
prises or income to individuals. Thus, if the 
incomes to individuals, that are commonly 
interpreted as expenses in business, could be 
segregated the other business expenses would 
be inter-corporate expenses and revenues, 
leaving only incomes to individuals. A simple 
summing of the income statements of enter- 
prises will automatically eliminate all inter- 
enterprise transactions. The sum of the net 
incomes of the enterprises are incomes to 
individuals. Refer, for example, to the illus- 
trations in connection with the preceding 
topic, “The Technique of Consolidation,” 
page 65 ff. Assume that these three enter- 
prises are the only enterprises in the country. 
The Total column is the summation of the 
income statements of the enterprises. The 
total revenues amount to $18,000.00 and, in 
a freely competitive situation, represents the 
expenses of the enterprises and the incomes 
of the individuals. In each case, if the wages 
are segregated from the other expenses, the 
resulting net income is the amount of wages 
and the other income accruing to individuals. 
If the illustration is made more complex by 
introducing inter-corporate security hold- 
ings, the problem is soluble. The typical in- 
come statement form usually requires that 
interest and dividend receipts be separately 
listed as net income items and they are seg- 
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regated from the rest of the statement as dis. 
tributions of income. Total interest and 
dividend payments for all corporations in the 
country would exceed total interest and 
dividend receipts by all corporations in the 
country by the amount of interest and divi- 
dends paid to individuals. The net interest 
and dividend payments of all corporations 
are the payments to individuals as income on 
the securities held by them. 

What disposition or treatment should be 
accorded the net income, accruing on securi- 
ties held by corporations, but not declared 
by the operating company as dividends? 
Eventually, the equity in the surplus is that 
of individual stockholders. The immediate 
equity may reside in some other corporation, 
but the equity of all corporations finally 
resides in individuals, so that the increase 
in surplus, in the final analysis, is net income 
to individuals immediately reinvested in the 
companies in which it was earned. Is the net 
income, accruing to these individuals, cor- 
rectly reported as to the period in which 
it is earned and as to the company or in- 
dustry through which it was earned? Al- 
though the final distribution of the income 
may be made by another company and in 
another period, the income is the result of 
services furnished in the current period 
through the operating company. The hold- 
ing-company is simply an intermediate agent 
for the collecting of the capital and the dis- 
tribution of the income. The net income is 
determined without respect to the time the 
income is distributed or the manner of the 
distribution. If the holding-company, on the 
other hand, were to accrue the income on the 
securities held by it, there would result a case 
of double counting, once by the operating 
company and again by the holding-company, 
of the income. The practice of accruing un- 
divided income on stock held by corpora- 
tions is not considered good practice, al- 
though the Treasury Department permits 
dealers in securities to value their securities 
for income-tax purposes at market, a species 
of income accruing. 

What treatment should be accorded the 
speculative gains and losses realized from 
trading among individuals in securities? It 
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js obvious that these sorts of transactions 
cannot increase the national wealth, hence 
the national income cannot be affected there- 
by. Whatever one gains the other loses. The 
whole thesis of the accountants is that a 
constant adherence to actual costs is the 
only scheme that will accurately disclose 
income. The fact that an individual pays 
$125.00 for a security that represents an 
equity in property controlled by a company 
to the value of $110.00, does not increase 
the national wealth by $15.00. The wealth is 
only evidenced by the security and it consists 
of property held by the corporation. The 
above transaction simply simmers down to 
the fact that the buyer of the security gave 
the seller $15.00 of his property, call it in- 
come to the seller, perhaps, but if so it is as 
surely a loss to the purchaser. The two to- 
gether have the same total property they 
had before, that is $125.00 in cash and 
$110.00 in property held by the corporation. 

The Government in its Relation to National 
Income. In estimating the national income 
produced, the entire business of the nation 
may be classified into rather large groups or 
industries. In classifying all the financial 
dealings of the peoples of the United States 
into industries, the status of the local, State, 
and Federal Governments must be clearly 
defined. Is the government, like any other 
industry, in the business of selling goods and 
services at a price, or is the government 
simply a spending agent for the individuals? 
In so far as the taxes levied are prices paid 
for protection or assistance to the industry, 
the tax is clearly an expense to the industry 
and the government may earn an income. 
In so far as the tax money paid by an in- 
dustry does not pay for services rendered to 
the industry, but instead, goes to pay for 
government services rendered directly to 
individuals, the tax is not an expense of the 
industry but a form of income indirectly 
distributed to individuals, and the govern- 
ment cannot earn an income. The question is 
one of determining the point at which the 
income is earned. Is the income earned 
through the agency of the tax-paying in- 
dustry, or is the government an agency 
through which some of the national income 
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is earned? Some of the levies made by the 
government may be of a quid pro quo char- 
acter; it is certain that many of the taxes 
paid by industry have little or no relation to 
the amount of benefit received in return. 
Pensions and bonuses paid by the Govern- 
ment, such as soldier pensions and so on 
may be regarded as distributions of income 
for services rendered to business in protect- 
ing the advantages, if any, of our national 
integrity. As such, the taxes levied for this 
purpose are expenses to enterprises paying 
the tax. Interest on the Government debt 
is often of a similar nature. The line of de- 
marcation is impossible to draw in practice. 
Other students of national income in the 
United States have generally regarded 
government as a separate industry and 
counted tax payments as expenses to the 
payor. The Federal Trade Commission, 
National Wealth and Income (1926), how- 
ever, treated Government as a “partner in 
industry,” and consequently, the taxes paid 
as distributions of income. 

Government-operated industries, such as 
municipally-owned water works, gas plants, 
and electric light and power stations, do in 
all probability earn some income for the 
people of the nation, as the term “income” 
is generally conceived. The prices charged 
by these municipally-owned enterprises are 
not always comparable to those charged by 
private enterprise for the same service and 
for that reason privately-owned and pub- 
licly-owned utilities should be in separate 
categories for purposes of estimating the 
national income and the national wealth, 
whether or not all governmental operations 
are considered as a separate income earning 
industry. This study treats Government as 
a separate industry. 

The Banking Dilemma. Banks and other 
financial institutions lending funds to in- 
dustry give rise to some problems, in the 
final consolidation of the income statements 
of all industries in determining the national 
income as a whole, that are peculiar to their 
capital-raising function. Since the major 
portion of their earnings are in the form of 
interest and dividends their net value-prod- 
uct, estimated in the manner outlined in 
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this work, would be a negative amount. The 
revenues from sources other then interest 
and dividends are obviously inadequate, in 
the typical case, to cover payments to other 
industries, depreciation, and the other items 
included in “operating expenses” in the 
national income. The national income earned 
would likewise result in a negative amount 
if the formula advocated above is consist- 
ently adhered to in the statement of na- 
tional income earned in the banking indus- 
try. Interest and dividend earnings are 
typically more than the amounts accruing 
to others as salaries and wages, interest, 
dividends, and additions to surplus. The 
“dilemma,” of course, is due to the fact that 
interest and dividends paid to financial in- 
stitutions are included in the net value-prod- 
uct of the industries using the funds. The 
earned income of these other industries, 
under the headings interest, dividends, and 
net income reinvested, also include incomes 
accruing to these financial agencies. In 
order to complete the consolidation of all 
of the industrial groups into a statement of 
income produced by the people of the nation, 
the interest and dividends accruing to finan- 
cial institutions from other industries must 
be deducted from the sum of the net value- 
products of all other industries. Likewise the 
same amount must not be included in the 
earned incomes accounted for in the other 
industries as well as in the banking industry, 
or double counting will result. The amount 
involved is earned in the industries using the 
funds and accounted for in the industries 
lending the funds. It would be illogical to 
contend that the banking industry was sim- 
ply a trustee for the depositors and that the 
interest and dividend payments made to 
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banks can be counted as though they were 
paid directly to individuals. Not all of the 
gross revenue (interest and dividends) of 
banks is paid out at once to the depositors, 
much of it is paid as wages and salaries and 
thus not property income at all, and some of 
it is saved and reinvested in the banking 
business. 

Professor Morris A. Copeland™ suggests 
that ‘““We may call this ‘value added in bank- 
ing’ and deduct it from the property incomes 
of other groups as the price of banking ser- 
vice.” The amount, he points out, is the 
total income from loans and investment in 
other industries, exclusive of that accruing 
on the proprietary equity so invested, less 
the cost of obtaining these funds, i.e., inter- 
est paid on deposits. In other words, the 
excess of earnings on depositors’ funds less 
the price paid for the use of these funds, is 
the charge made to other industries for the 
service of banking. This service charge, he 
thinks, might be apportioned among the 
industries “‘on the basis of equities held” by 
the banks or it might be deducted from 
“total property income without attempting 
to apportion it among the several industry 
groups.” It would be difficult to allocate this 
charge as between interest and dividends 
paid by an industry as a deduction from in- 
come realized in that industry. However, a 
blanket deduction from the earned property 
incomes of other industries allows this item to 


be counted in the income earned in the § 


banking group and avoids double counting 
without seriously vitiating the estimates for 
any one of the other groups. 


34 Copeland, Morris A., Some Problems in the Theory 
of National Income, The Journal of Political Economy 
(February, 1932), p. 21 ff. 
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THE ACCOUNTING EXCHANGE 


TECHNICAL PREPARATION FOR THE 
C.P.A. EXAMINATION 


ANY VOLUMES have been written 
M covering the material which must 
be studied and reviewed in prepara- 
tion for sitting for the C.P.A. examination. 
Suffice it to say that the only intelligent prep- 
aration for such an examination requires 
the most complete study and review of ac- 
counting theory which can possibly be un- 
dertaken. Much less material is available, 
however, on the technical preparation for 
the culmination of many months of hard 
labor and sacrifice. And yet many candidates 
have lacked the few points necessary to raise 
a7l,a72ora73 to grade 75 simply through 
lack of such technical preparation. 

First of all, the candidate should be 
thoroughly sure in his own mind of the strat- 
egy to be employed before he starts. This 
refers to the entire examination as well as 
to the individual problems. For the nervous 
indiviual a relaxation period of five minutes 
may be desirable before starting to work. 
Five minutes of gazing into space with the 
examination papers upside down on the 
table is a marvelous test of self-control, and 
provides opportunity for the nervous candi- 
date to realize that this examination is given 
twice a year, and can be taken in many states 
twice for the same fee. He is then in a much 
improved position to exert every effort 
logically and directly towards the achieve- 
ment of his Great Desire. 

Some instructors advocate attacking the 
examination problems in order as they are 
presented, rigidly allotting time to each in 
ratio to the number of points. It is believed 
that a more logical approach is to scan the 
entire examination, to decide which prob- 
lems can be worked the most easily, and then 
to solve in the order of the easiest first. This 
method permits acquiring the greatest possi- 
ble number of points in the shortest space of 
time and tends to encourage that self-con- 
fidence which is invariably a requisite in 
a successful candidate. In many instances 
where the candidate finds himself short of 
time to complete the examination, he will be 


stopped in the middle of the hardest prob- 
lem but probably only after he has done 
sufficient work to indicate to the examiner 
that he understands the points involved and 
is proceeding to a correct solution. The 
chances of achieving a passing grade are 
believed to be better under this method than 
they would be by attacking the hardest 
problem first and never getting even that 
problem completed. 

Actually, rigid training for the C.P.A. 
exam should be started in the elementary 
accounting courses. Much of the technique 
which must be taught in the “C.P.A. review” 
course should have become a matter of 
routine and habit to the student long before 
he reaches that stage. This is particularly 
true in the case of statement technique. It 
is just as easy to prepare a professional ap- 
pearing job as one rankly amateurish, and 
such training should be given in the first 
courses studied. A good technical job on 
financial statements will probably create an 
impression of competence with the examiner 
which will require much poor work in theory 
to eradicate entirely. 

A review and discussion of certain points 
of technique essential to the preparation of 
financial statements in good form may be of 
value. 

General 


1. Never abbreviate on formal statements. 
The balance sheet, profits statement, and so 
on are just as formal as wedding or birth 
announcements and one would certainly not 
consider issuing announcements that “‘Miss 
Brown and Mr. Jones will be married on 
Wed., Dec. 31, 1935.” 

2. Never head a statement “For the 
Period Ending December 31, 1935.”’ Such a 
caption without specifying the length of the 
period involved, be it day, week, month or 
year, is of little value in properly describing 
the statement which it heads. 

3. Do not show any unexplained figures or 
totals. If figures with little significance are 
absolutely unavoidable, at least they should 
be captioned “Total” or ‘Net.’ Also, it is 
poor practice to show the total for a column 
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of figures opposite the last figure in the group 
necessitating reading from the top of the 
group to the bottom to connect the total 
figure with its proper caption. To avoid any 
possibility of misunderstanding on the part 
of the lay reader or the executive who is not 
an expert accountant, and to make the state- 
ment more informative, every figure should 
have some caption. 

4. The heading of every statement should 
include at least three items of information, 
namely, name of the company for which the 
statement is prepared, title of statement, and 
the date as of which the statement is pre- 
pared or the period covered, as the case may 
be. If subschedules are prepared to support 
condensed figures used in the principal ex- 
hibits, such subschedules should have com- 
plete headings also. 

5. Although it is desirable to adhere 
strictly to the terminology of the classifica- 
tion of ledger accounts in internal accounting 
procedure, captions and descriptions which 
will convey in the clearest and most ex- 
planatory fashion the significance of the 
figures involved should be employed in pre- 
paring statements for executive use or 
public consumption. 

6. It is not desirable to leave unrequired 
space between items or sub-divisions of 
statements. A reader not versed in account- 
ing procedure might wonder if some item 
were not omitted through error. 

7. Statements should always be con- 
densed so that they can be presented on one 
sheet of paper. A busy executive does not 
care to be constantly turning from one page 
to another in order to secure a complete 
picture of that phase of the business repre- 
sented by the particular statement. The use 
of condensed figures supported by subsched- 
ules is desirable where statements involving 
large volumes of detail are prepared. 

8. The prime purpose of variation in mar- 
gins and underlining is to differentiate as to 
the relative importance of the various items 
appearing on the statement through an 
appeal to the reader’s vision as well as to 
intelligence and accounting knowledge. Con- 
sequently, all major captions, such as divis- 
ion headings, should be started from the 
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left-hand margin of the statement. Obyi- 
ously the left-hand margin, towards which 
attention is first directed by any reader, js 
the margin of emphasis. 

Neatness in margins and underlines yill 
probably do more to “dress up” a statement 
and create the impression of professional 
ability than any other single thing. Margins 
should be of sufficient size to be well-defined 
and should always be even and vertically 
straight—not wavy or slanting. Writing 
should start at the margin line—not some- 
where in that general vicinity. 

A rule which is followed by many ac- 
countants requires that figures correspond- 
ing to captions at the left-hand margin be 
placed in the right-hand money column, 
captions indented one space correspond to 
figures in the next-to-the-right-hand money 
column, and so on. 

Many accountants instruct their typists 
to copy all captions that are underlined on 
the pencil copy in upper case type. This 
seems to be a desirable practice to follow and 
provides a goodrule for underliningin prepar- 
ing pencil copy, namely, that all important 
captions and headings must be underlined. 

9. The use of a ruler or straight-edge of 
some sort is strongly urged. In the examina- 
tion room a heavy blotter may serve the 
purpose and prevent the possibility of much 
noisy handling of rulers. 

10. The tendency of some students to 
crowd a statement on a sheet of paper that 
is not quite large enough for the purpose is to 
be deplored. Paper is one of the most inex- 
pensive utensils with which the accountant 
has to work, and the effect of an expensive 
education should not be spoiled in an en- 
deavor to save a piece of paper costing a 
fraction of a cent. 

11. Dollar signs should be inserted wher- 
ever necessary. The typist will usually copy 
exactly what has been prepared. 

12. A colon should be inserted immedi- 
ately following division headings or other 
captions which are amplified or explained 
by subsequent figures. The colon in the 
language of the accountant means “detail 
follows.” 

13. Double underlines below the last 
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figures on each statement are an absolute 
necessity. They are the accountants’ symbol 
for C’est fini, and until they have been in- 
serted the statement cannot be considered 
complete. 

14. The practice on the part of some can- 
didates of preparing statements “in the 
rough” and then recopying to a final draft 
is to be deplored. An accountant meriting a 
C.P.A. degree must be able to think con- 
cisely and clearly enough to go about the 
job in a logical and orderly fashion and make 
his first copy the final draft. In any event, 
lack of time will prohibit preparing twodrafts 
and such practice must become a mere mat- 
ter of habit long before the examination can 
be successfully attempted. 


Balance Sheets 


The following points on statement prep- 
aration pertain particularly to Balance 
Sheets: 

1. Never caption a statement “Balance 
Sheet for the Year Ending.” A balance sheet 
is always presented as of a given instant of 
time and to indicate that it covers a period 
of time is grossly erroneous. 

2. Where only one item appears in any 
subdivision it is superfluous to show either 
a division caption or a “Total” figure. The 
description of the item should be placed at 
the left margin and the amount in the col- 
umn in which the division total would or- 
dinarily be placed. 

8. Insertion of the specific captions ““Total 
Current Assets” and ‘Total Current Lia- 
bilities” is desirable to emphasize the work- 
ing capital figure and current ratio of the 
Company. 

4. If the current items on the balance 
sheet are of major importance and are to be 
shown at the top of the statement, then to 
be consistent (consistency should be one of 
the greatest virtues an accountant can ac- 
quire), the current assets and liabilities 
should be listed in the order of most current 
to least current. This will usually require 
that cash be shown first and inventories last 
among the current assets. 

On the other hand, if fixed assets are of 
such major importance in the particular 


business that they are shown first on the 
statement, then the order of current items 
should be reversed, current assets reading 
from inventories first to cash last. 

5. On the theory that any definite routine 
is better than no routine in accounting work, 
and because in the majority of instances such 
procedure will result in emphasizing to the 
reader the most important item first, it is rec- 
ommended that fixed assets be generally 
listed in the following order: 


1. Land 

2. Buildings 

3. Other equipment in the order of its 
monetary value 


6. Unless some definite reason can be 
shown for a contrary procedure, it is rec- 
ommended that valuation reserves be de- 
ducted from their related assets. The evolu- 
tion of a net figure for such assets is believed 
to be desirable, despite the fact that many 
large corporations do not follow such proce- 
dure. In deducting the reserves from their 
related assets, it is not necessary to repeat 
the full name of the reserve account unless 
there is some reasonable doubt as to which 
asset is covered thereby. 

7. Intangible assets such as goodwill, 
patent rights, leaseholds, trademarks, and 
so on, should be segregated from the tangi- 
ble assets. The statement reader will usually 
be interested in knowing what proportion of 
the total assets is composed of intangibles. 

8. It is desirable to segregate all figures of 
equivalent values in the same money col- 
umns. For example, many candidates show 
the detail of current assets and the total of 
that division in the same money column. The 
detail of other subdivisions appearing below 
the current divisions cannot be conveniently 
shown in the same column, resulting in an 
inconsistency in practice which is not at all 
desirable. 

9. Despite a generation of practice to the 
contrary, it is strongly advocated that the 
net-worth analysis which support net worth 
figures used on the balance sheet be shown as 
a separate schedule or at the bottom of the 
profits statement. Inclusion of an analysis 
of net worth covering a period of time on a 
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balance sheet constructed as of a moment of 
time is inconsistent, and the advantage of 
disclosing extraneous items on the profits 
statement although they should not affect 
the net profit figure, is considerable. A cross 
reference should be provided in the balance 
sheet specifically indicating where the anal- 
ysis to support the net-worth figures used 
can be found. 

10. On account form balance sheets, the 
grand totals should always be directly op- 
posite each other. The statement should be 
balanced physically as well as mathemati- 
cally. 

Profit and Loss Statement 


1. Never caption a profits statement 
“Profit and Loss Statement December 31.” 
Such a statement covers a period of time and 
this fact together with the specific period 
covered should be disclosed by the statement 
heading. 

2. Inasmuch as a profits statement covers 
a period of time, and the inventories at 
beginning and end of the period are both 
essential to its construction, it is desirable 
to indicate the specific date of both inven- 
tories to eliminate any possibility of confu- 
sion. 

Aside from the use of good technique in 
preparing financial statements, other ex- 
hibits are oftentimes required in the solution 
of C.P.A. problems which can be designed 
to give the impression of professional ability 
and efficiency on the part of the candidate: 


Journal Entries 


1. Only one transaction should be re- 
corded by any one journal entry. Compound 
journal entries were invented to record single 
transactions involving several accounts, and 
not for the purpose of facilitating the con- 
solidation of an entire year’s transactions 
into one. The great danger in consolidating 
several transactions into a single journal 
entry, is that the transactions will not be 
clearly and completely recorded, and it is 
believed to be better to err on the side of 
of being over complete. 

2. The same theory expounded in (1) 
should be employed when writing journal- 
entry explanations. Candidates are only too 
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prone to consider a journal explanation 
such as “Depreciation for the period”’ suf- 
ficient, when in reality complete details 
supporting the entry, such as value on which 
depreciation was computed, rate of depreci- 
ation employed, and specific period covered, 
are all essential to the complete permanent 
record which should be reflected by the 
company’s books. If the candidate will bear 
in mind the fact that the journal entry is the 
original record of the transaction which will 
be indefinitely preserved, and that the 
journals should provide a complete picture 
of the business if every other record of the 
company were destroyed, considerable im- 
provement in the technique of writing jour- 
nal entries will be assured. 

3. Many problems have as their sole re- 
quirement the preparation of journal entries. 
The ease with which some single entry es- 
sential to a correct solution can be omitted, 
renders desirable the hasty posting of such 
entries to rough T-accounts to prove the ae- 
curacy of the entries. 


Working Papers and Computations 


1. Do not waste time by setting up un- 
necessary working papers. It will be found 
that extensive working papers which were 
formerly considered essential to the solution 
of such problems as these requiring state- 
ments of application of funds and consoli- 
dated balance sheets can be eliminated by 
the employment of a little ingenuity on the 
part of the candidate. 

2. Computations requiring the use of 
fractions or decimals should be carried out a 
sufficient number of places to eliminate any 
material error in the final answer. 

3. Regrettably, the “human error’’ ele- 
ment seems to be present in a major degree 
in many candidates. Such candidates should 
recognize their own weaknesses and recheck 
all computations to avoid mathematical 
errors. There is no trick method for avoiding 
such errors—each candidate is personally 
responsible for his own work in this respect, 
and only as he accepts such responsibility 
and takes the necessary steps to verify his 
own work can he hope to be successful as an 
accountant. 
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4. In problems such as the tax-and-bonus 
type, which require the use of algebra, it 
jsvery desirable that the answer be proved 
after it is ascertained. Possible errors of 
mathematics and in method will both be 
found if this is done. 

5. The examiner will undoubtedly appre- 
ciate the segregation of the problem require- 
ments from any detailed working papers 
which may be involved in the problem solu- 
tion so that he can locate the required sched- 
ules without an extended search. If each 
candidate could perform a little imper- 
sonal scrutiny of his own work he would 
probably appreciate the pertinence of this 
comment. 


Answers to Questions 


1. Unsupported assertions are practically 
worthless. The reasoning leading to the con- 
clusion stated should always be given. In 
many cases, but two guesses as to the correct 
answer are possible, and the examiner should 
never be permitted to wonder whether this 
was the method by which the solution was 
evolved by the candidate. 

2. Be concise and yet complete. Achieve- 
ment of this objective may require years of 
practice, and at the same time prove one of 
the accountants’ most valuable assets. 
Many students who can talk fluently are 
utterly unable to express themselves com- 
prehensively in writing. It is suggested that 
the style in some good text be studied and 
imitated in so far as possible. Then the candi- 
date should reread what he has written, 
impartially and critically, to see if it is 
grammatically correct and smoothly ex- 
pressed. Constant training should be given 
from the time the candidate commences his 
study of accounting in order that proficiency 
in expression will be natural and automatic. 

3. The examiner is interested in what the 
candidate knows. Many times students are 
wont to preface their answers to questions 
by saying “I think such and such is correct” 
or “I imagine it should be so and so.”’ Such 
practice is to be deplored. The examiner will 
respect an honest opinion although it may 
be entirely erroneous, much more than a 
correct one half-heartedly expressed. 


General 


1. All the requirements of a problem 
should be answered exactly as they are stated. 
The candidate may think he knows better 
than the examiner as to what was in the 
examiner's mind when he set a certain re- 
quirement, but it is never safe to gamble on 
the fact. Certainly the candidate cannot be 
criticized for evolving a solution strictly in 
accordance with the letter of the require- 
ment. He can always qualify his answer if 
reasonable doubt exists. 

2. Facts or figures should never be sup- 
plied when they are not found in the prob- 
lem. For example, depreciation or interest 
factors are many times omitted from prob- 
lems. Admittedly the problems are imprac- 
tical on such points, but the candidate should 
never attempt to supply interest or depreci- 
ation rates that are’missing. He should sim- 
ply qualify his solution to indicate his rec- 
ognition of the omission. 

3. Where more than one method of pro- 
cedure is possible in solving a problem the 
candidate should proceed on the basis which 
he believes is best and state his reasons for so 
believing. It is not necessary to describe all 
of the possible assumptions on the particular 
point since the statement of one assumption 
indicates that the candidate is aware of other 
possibilities. 

4. Where computed figures are required 
in problem solutions, some sort of schedule 
covering the computation should be shown. 
This refers to such computations as interest, 
goodwill, and so on. If only the answer is 
submitted or used, and that answer is in- 
correct, the examiner has no way of deter- 
mining whether the error was one of prin- 
ciple or simply mathematical. Errors of 
principle detract much more from the value 
of a paper than mathematical errors, but if 
no evidence to the contrary is provided, the 
examiner is only warranted in assuming that 
the error was one of principle and grading 
accordingly. 

5. If time is insufficient to finisha problem, 
the candidate should spend the last few 
minutes of his time in writing a short résumé 
of what he would do to complete it. Some 
credit must be allowed by the examiner for 
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such a description, and this credit may make 
just the difference between success and fail- 
ure. 

A complete mental rest for the C.P.A. 
candidate is recommended for several days 
before sitting for the examination. If several 
years of concentrated study of the subject 
have not provided a sufficient preparation, 
it is obvious that two or three days’ work 
cannot complete the job. Last minute 
“cramming” is always confusing. 

The writer’s recipe for successin theC.P.A. 
examination can be briefly stated. A com- 
plete theoretical preparation, a conscientious 
technical preparation, a clear head and an 
alert mentality, a dash of self-confidence, 
plus plenty of intestinal fortitude—these 
should spell C.P.A. 

Howarp F. GREENE 


A Freprerau INncomE-Tax CHART FOR 1936 


The accompanying chart (page 407) has 
been devised as an aid in visualizing the ef- 
fect of the rates of income and excess-profits 
tax applicable to corporations for fiscal 
periods ending after November 30, 1936. A 
new declared value for capital stock and sur- 
plus is to be made as at June 30, 1936, and 
because the rates of excess-profits tax have 
been increased from 5% (the present rate) 
to 6% and 12%, the minimum amount at 
which such value should be declared war- 
rants careful study.'! Each $1,000 of declared 
value will be taxed at $1.40; a failure to de- 
clare the necessary minimum means an 
excess-profits tax at $6 or $15? for each 
$1,000 deficiency of declared value. 

The chart defines the various brackets (4 
normal-tax and 3 excess-profits-tax brack- 
ets) in which the possible combinations of 
income and adjusted declared value will fall. 
In each bracket appears a formula from 
which the computation of the total tax may 
be made. Vertical lines represent adjusted 
declared values in thousands of dollars; 
horizontal lines, the ratios of net income to 
adjusted declared values. 


1 Sections 102, 105-6, Revenue Act of 1935. 
2 These values may be read from the formulas on the 
chart. 
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To determine the total tar. Find the ratio 
of net income (I), before deduction of jn- 
come or excess-profits taxes, to adjusted 
declared value (C), and locate the point of 
intersection within one of the 12 brackets, 
Compute the tax from the formula appearing 
in the bracket. For ratios greater than those 
on the chart, apply one of the four top 
formulas according to the amount of income. 
For adjusted declared values greater than 
$500,000, it may be assumed that the limits 
of the two nearly horizontal lines (which 
begin at the left of the chart at .17143 and 
.11428) will not exceed .17648 and .11765, 
respectively. 

Example: Assume an adjusted declared 
value of $200,000 and a return thereon of 
$50,000, or 25%. The point of intersection 
of the ratio and the adjusted declared value 
indicates that the formula .252 I—.015 C 
— 492.80 will apply. Substituting the values 
given for I and C: $12,600 — $3,000 — $492.80 
= $9,107.20, the total income and excess- 
profits tax. 

To determine minimum capitalization. For 
any given estimate of net income the mini- 
mum capitalization (i.e. adjusted declared 
value) necessary to avoid the excess-profits 
tax may be ascertained. The lower nearly 
horizontal line marks the beginning of that 
tax. To escape that bracket, the intersec- 
tion of the income ratio and the adjusted 
declared value must not come above the line. 
The values of this line in terms of adjusted 
declared value are as follows: 


Income Range Minimum Adjusted 
Declared Value 
8.75 I 
8.7 1+8100 
8.6 I+$1,600 
8.5 1+%5,600 


Less than $2,000 
$2 ,000—$15 ,000 
$15 , 000 — $40 , 000 
More than $40,000 


Example: An estimated annual net income 
of $10,000 would call for an adjusted de- 
clared value of not less than 8.7 times that 
figure plus $100, or $87,100; should income 
be estimated at $50,000, an adjusted de- 
clared value would be required of not less 
than $425,000 plus $5,600, or $430,600. 


E. L. Kouuer 
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The Use of Statistical Techniques in Certain Problems 
of Market Research. Theodore Henry Brown. (Bos- 
ton: Bureau of Business Research, Harvard Univer- 
sity. 1935. iv, 24 pp. $1.00.) 

This publication contains five illustrations of the 
application of sampling theory to problems of market 
analysis. It is clearly written so that the reader should 
have no difficulty in seeing the problems or following 
the solutions. The illustrations are generally well chosen. 

The contents may be best suggested by quoting the 
first illustration. 


The Parker Company, which manufactured tooth- 
paste, had engaged an agency to investigate the market 
for its product. Because of the expense involved in a 
census, the agency planned to base its conclusions on 
a sample which would represent the character of con- 
sumer demand for toothpaste. In the report submitted 
to the company, the agency included a table which 
indicated the number of users of paste in comparison 
with the number of users of other types of dentifrice, 
such as liquid or powder. These data were as follows: 


Tasie I, PREFERENCE FoR TOOTHPASTE 


Users of Toothpaste.............. 2,768 69.2% 
Users of Other Forms of Dentifrice.. 1,232 30.8% 
Total Replies to Inquiry......... 4,000 100.0% 


From a study of these data it seemed to the research 
director of the Parker Company that the users of paste 
represented a decided majority of the consuming public. 
He recognized, however, that another sample might 
give quite different results. Doubt as to the certainty of 
the interpretation raised the question whether there 
might not be some way of measuring the error in the 
percentage of the users of paste as indicated by the 
sampling results shown in Table I. It was this error in 
the percentage which the research director of the Parker 
Company desired to know. 


It is then shown that the odds are 100 to 1 that the 
percentage of the population preferring toothpaste lies 
between 67.1 and 71.3 or rather the inference is drawn 
that the errors of simple ‘“‘random sampling” would be 
within these limits. 

There is ample evidence that researchers in the field 
of market analysis have often neglected the technique 
described in this publication. Their conclusions have 
often been based on inadequate numbers. Consequently 
a study of this type is salutary even though it adds 
nothing to the theory of sampling. 

By way of criticism, the reviewer would like to have 
found a more complete warning that a unique sample 
does not guarantee absence of bias even though the 
sample is large enough to satisfy the tests given. There 
is no substitute for repeated experiment, or in these 
cases, repeated sampling. If another sample of the same 
size had shown a much larger proportion of persons pre- 
ferring toothpaste over other dentrifices, far from 
strengthening the conclusion it would have weakened it. 
This paradox is explained by the presence of uncon- 
trolled circumstances attending the sampling process 
and is wholly consistent with the theory of random sam- 
pling. The practical man has in mind just these uncon- 
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trolled circumstances when he thinks of “chance” and 
is not likely to be convinced by the inferences drawn 
from random sampling as it is visualized by the mathe. 
matician. 
O. W. Buackerr 
University of Michigan 


Expenses and Profits of Variety Chains in 1933. Malcolm 
P. McNair. (Boston: Bureau of Business Research, 
Harvard University, 1934. Pp. iv, 35. $1.00.) 


This bulletin presents, from a sample composed of 
more than 80 per cent of the industry, figures for gross 
margin, total expenses, classified, and net profit in 
variety chains in 1933. Some of the valuable features 
of the bulletin are a comparison of the results for 1933 
with the results of 1932 on the basis of identical com- 
panies reporting for both years, and “goal” figures 
which represent the operating results of the most 
profitable firms. In addition, comparisons are made of 
the operating results of variety chains on the bases of 
the types and number of stores operated, volume of 
sales, size of average sales per store, rate of stock-turn, 
and population of the cities in which the stores are 
located. 

The bulletin is particularly interesting because of the 
conclusions that are derived from the data: Approxi- 
mately seven-eights of the costs incurred by a variety 
chain, except interest, are for the immediate operation 
of the stores. Since operating costs, except interest, 
average 30.84 per cent, it is evident that most of the 
savings in distribution by variety chains are secured in 
the central office by the integration of the retailing job 
with some parts of the wholesaling job. 

The most profitable group of variety chains is that 
with the highest percentages of gross margin. This 
profit, in part, is secured by taking advantage of the 
unusual price movements in 1933. The most profitable 
chains are characterized by high average sales per store. 
The high average sales require a good store location in 
cities with populations of over 10,000. Furthermore, 
such a location results in a low total operating cost in 
spite of a high rental expense, and is apparently the 
prime requisite for outstanding success in the operation 
of a variety store. On the other hand, low-profit chains 
are largely chains with a high percentage of expense. 
They are, in general, chains with small sales volume and 
a small number of stores. 

One section of the bulletin is devoted to a study of 
the rate of stock-turn in relation to expenses and 
profits. The conclusion reached is that “it does not ap- 
pear that in the variety chain business any peculiarly 
transcendent virtues are to be ascribed to a fast rate of 
stock-turn as such.” 

Some interesting facts are stated in respect to certain 
operating policies of variety chains: Typically the 
variety chain companies bought 90 per cent of their 
merchandise directly from manufacturers. Any special 
reductions in purchase price were secured as open price 
reductions, since discounts and allowances were only | 
per cent of sales. Variety chains suffer very little from 
mark-downs and stock shortages, as is evident from 


the fact 
were les 
howeve 
in 1933 
stock 
quently 
Prof 
mendec 
field. T 
measur 
chain ¢ 
period 
downw 
bankin 
These 
and pr 
which 
for 19: 
hoped 
an and 
under 


Un 
Retail 
sit 
Th 
basis 
retail 
proce 
of th 

forms 
tical 
cil at 
with 
Comi 
varic 
was 

Paul. 
York 
anal; 
Chic 
met} 

2 cove 
q 
3 Far 
teris 
631. 
drug 

and 
opti 
anti 

fuel 

: 

ard: 
tior 

pro 

of 

: ard 

uni 


and 
lrawn 
athe. 


ETT 


leolm 
arch, 


ed of 
gross 
fit in 
tures 
1933 
com- 
gures 
most 
de of 
es of 
ne of 
turn, 
are 


of the 
OXi- 
riety 
ation 
rest, 
f the 
ed in 
g job 


that 
This 
f the 
table 
tore. 
on in 
nore, 
st in 
the 
ition 
1ains 
nse. 
‘and 


ly of 
and 
ap- 
arly 
te of 


tain 

the 
heir 
cial 
rice 
ly 1 
rom 
rom 


Book Reviews 


the fact that the typical reductions from these causes 
were less than 2 per cent of sales. It should be noted, 
however, that periods of rising prices, such as occurred 
in 1933, are typically periods of low mark-downs and 
stock shortages, since additional mark-ups are fre- 
quently used to offset mark-downs and stock shortages. 

Professor McNair and his associates are to be com- 
mended for their series of studies in the variety chain 
field. They have brought to light and given quantitative 
measurement to many of the characteristics of variety 
chain operation. The studies, however, have covered a 
period of great economic unrest. In 1932 we had the full 
downward sweep of the depression; in 1933 came the 
banking crisis anda rapid rise in the price level occurred. 
These abnormal conditions have so affected expenses 
and profits that it is not possible to know the extent to 
which the conclusions drawn from the statistical data 
for 1932 and 1933 have a long-run significance. It is 
hoped that additional studies may follow that will give 
an analysis of the expenses and profits of variety chains 
under more normal conditions. 

Epvear H. Gaur 
University of Michigan 


Retail Price Behavior. John H. Cover. (Chicago: Univer- 
sity of Chicago Press, 1935, Pp. viii, 92.) 


This study was made “‘in the hope of determining a 
basis for the more adequate collection and analysis of 
retail prices,” and “to propose an organization and 
procedure for collecting and analyzing prices.” 

The study was made by Prof. Cover at the request 
of the Committee on Government Statistics and In- 
formation Services appointed by the American Statis- 
tical Association and the Social Science Research Coun- 
cil at the request of the Cabinet. The work was done 
with the assistance of the Federal Interdepartmental 
Committee on Retail Prices made up of experts from 
various government departments. Most of the data 
was gathered as CWA projects in Minneapolis, St. 
Paul, Mankato, Winona, and Hibbing, Minn.; New 
York; Washington; and Atlanta. The data were 
analyzed under the sponsorship of the University of 
Chicago. 

The study is interesting both for its development of 
methodology and also for the findings in the cities 
covered. 

The first problem was the selection of commodities. 
Farm, office, and school equipment; building ma- 
terials, books, and periodicals were excluded. Prices of 
631 commodities were gathered including food, clothing, 
drugs, toilet articles, confections, tobacco, electrical 
and household equipment, stationery, sporting and 
optical goods, leather goods, petroleum products and 
anti-freeze solutions, tires and tubes, ice, and domestic 
fuels, 

To secure comparable prices specifications or stand- 
ards must first be adopted. The lack of such specifica- 
tions has limited some past studies to staple or branded 
products. Drugs were found to be the most standardized 
of any line or products. Foods are also fairly well stand- 
ardized with the exception of fresh meats. The lack of 
uniform standards for clothing has, however, limited 
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price comparisons in the past. Specifications for textiles 
and clothing have now been prepared and are available 
in government files. It is pointed out, however, that 
changes in style and quality “make standardization of 
specifications of some articles impossible over a period 
of time.”’ But basic measures such as thread counts may 
be used and from these measures variations may be ob- 
served. However, “it is not safe to assume that items 
quoted from time to time under given specifications are 
of constant quality, even though they continue to meet 
specifications as drawn. Slight changes are frequently 
made of which even retailers are not appraised. Because 
of rising price level, many recent changes have resulted 
in a decrease in quality of goods. .. . Emphasis must 
continue to be placed on the necessity of checking 
specifications at intervals with manufacturers and re- 
tailers.” 

The second problem is the selection of typical cities 
which will furnish representative prices. Regional differ- 
ences depend on climate, local raw materials, size and 
congestion of community, race proportions, and local 
consumption habits. The grades or products sold often 
vary between towns. For example meat is sold in some 
towns with bone and in some towns with the bone re- 
moved. Few men’s fur trimmed overcoats, fleece lined 
jackets, and women’s heavy sweaters are sold in Wash- 
ington and Atlanta. 

The committee suggested 237 communities which 
would give an adequate sample of urban prices. These 
cities include various types of population, geographical 
areas, old and new communities, and satellite cities. 
Eighteen of these cities are suggested as headquarters 
where permanent staffs would be maintained. Food 
prices would be obtained at least monthly and clothing 
prices quarterly. Prices would be gathered synchroni- 
cally in the 18 headquarters cities after which the staffs 
would move to the smaller cities. Methods are suggested 
for securing properly qualified workers, for their train- 
ing, and their supervision. 

No claim is made that the 8 cities included in this 
study are representative of the entire country. Never- 
theless the findings are very interesting and throw light 
on some controversial subjects as, for example, prices in 
different types of stores. 

Department stores do not claim to handle as wide a 
variety of quality and sizes as do specialty stores while 
chains stock more closely to definite grades, brands, and 
prices. On men’s clothing, no significant differences in 
prices were found between department and specialty 
stores in New York but in Minneapolis and Atlanta the 
department stores had lower prices. On work clothing, 
department stores in New York and Minneapolis had 
higher prices while in Atlanta they had lower prices. 
Letting the prices of specialty stores equal 100, then the 
prices of department stores were 99 in New York; 91 
in Minneapolis; and 83 in Atlanta. On women’s clothing 
the department stores in New York had higher prices 
than the specialty stores while in Minneapolis and 
Atlanta they had lower prices. 

On foods, in St. Paul in February, 1934, on 58 
generally sold items, the chains were 1% under the in- 
dependents while the codperative chains were 4% above 
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the independents. In Minneapolis, chain food prices 
were found to be 4% under the prices of independents. 
In most of the former studies the chains have shown 
somewhat greater price advantages. One wonders if 
NRA has forced the chains to raise their prices or if the 
natural working of competition has enabled the inde- 
pendents more nearly to meet the prices of the chains. 

With drugs, the chains had lower prices than both 
cash and service independents. The chains, however, 
operate largely in down-town locations where cut prices 
are much more effective in increasing volume than in 
neighborhood locations. 

Downtown food stores had 8 per cent lower prices 
than neighborhood stores in Minneapolis and 2 per cent 
lower prices in St. Paul. In the Twin Cities, drug stores 
with no nearby competition had 1 per cent higher prices 
than stores with nearby competition. 

It was found that the price of foods increased with 
the rent paid by the consumers in various neighbor- 
hoods. This relationship appeared to be fairly definite. 

From February, 1933 to February, 1934, prices ad- 
vanced approximately 11 per cent. The price of drugs 
dropped 5 per cent. Prices advanced most in Washing- 
ton, 21 per cent; and least in Atlanta, 9 per cent. 

To illustrate the differences in prices in the cities 
covered, the price of a given grade of men’s suits in 
1934, was $31 in Atlanta and Winona; $35 in Washing- 
ton; $40 in Hibbing; and $42.25 in Minneapolis. 

The reviewer found the subject matter of this study 
so interesting that he noted little with which to dis- 
agree. Minor errors can be found in nearly all reports. 
For example tables VI to X in the appendix give price 
changes between 1933 and 1934 but from the text (p. 
58) it appears that the price comparisons are between 
February, 1933, and February, 1934 and not between 
the entire years as the headings indicate. Such minor 
errors are, however, few in number. The study seems to 
develop a plan for a larger study. One may, however, 
raise the question of whether the larger project outlined 
here would be worth its cost. If such a plan were under- 
taken as a permanent project, it might well develop 
that fewer than 237 cities would give price changes 
representative of the country. The entire number might, 
perhaps, be priced only occasionally to obtain data on 
geographical differences in price. 

D. Converse 

University of Illinois 


Wholesale Accounting and Control. J. Brooks Heckert 
and Irving J. Stone. (New York: McGraw-Hill 
Book Company 1935. pp. x, 234. $3.00.) 


Teachers of accounting have long felt the need of 
books dealing more adequately with the more important 
special phases of accounting than they have commonly 
been able to get in books on accounting systems. Slowly 
these needs are being met. This text is an important con- 
tribution in this field. It is sufficiently technical to be of 
real use to the controller of a wholesale organization, 
yet sufficiently general to be valuable for the general 
student of accounting and administration. 

The first seven chapters are concerned with the 


general outlines and the significant detail of the ac- 
counting system for wholesalers. The last chapter of 
this group is entitled “Allocation of Functional Expense 
to Operating Departments.” The suggestion of several 
alternative methods, with pertinent discussion of the 
situations in which each may be applicable, adds to 
usefulness and adaptability. 

The remainder of the book deals in the main with 
problems of control. Chapters 8 to 13 are devoted to 
the analysis of general and departmental reports, to 
the analysis by individual lines, by orders and cus- 
tomers, and by salesmen and territories. Necessarily, 
procedure occupies an important place, but it has not 
been at the expense of a discussion of the use and 
significance of ratios. Chapter 12 is devoted entirely 
to the problem of setting up standards wherever pos- 
sible, with which the actual results may be compared. 
This is entirely in harmony with the recent tendencies, 

Chapters on budgeting, the control of sales, selling 
expense, operating and general expense, accounts re- 
ceivable, inventories, and broken packages follow in 
that order. The importance of these problems has long 
been admitted, but their application to specific indus- 
tries often involves real difficulties. In these chapters 
detailed discussion, often including charts and forms, 
shows the extent to which these controls may be de- 
veloped by the wholesale house. 

Two final chapters on special problems and the fune- 
tions of the controller conclude the main body of the 
text. An interesting and pertinent appendix on the dis- 
tribution costs of wholesale druggists and operating 
results of wholesale grocers concludes the volume. These 
studies are based on investigations made by the Na- 
tional Wholesale Druggists’ Association and the studies 
made by the Bureau of Business Research of Ohio State 
University. 

This book is logically organized and well written. It 
should make for itself a useful place on the shelves of 
the practicing accountant, the teacher, and the ac- 
counting executive of the wholesale concern. 

Wiiarp C. Beatty 

Brown University 


How to Analyze a Bank Statement. F. L. Garcia. (Cam- 
bridge: Bankers Publishing Co., 1935. Pp. 54. $1.00.) 


In view of the recent trend toward greater detail in 
bank statements, Mr. Garcia’s up-to-date treatment of 
analytical methods should prove of value to all inter- 
ested in statement interpretation. In addition to a dis- 
cussion of the accepted methods of balance sheet analy- 
sis the book includes methods of analyzing earnings 
statements for use where such data are available, 
proper attention being paid throughout to the effect of 
recent factors such as the issuance of preferred stock or 
capital notes to the Reconstruction Finance Cor- 
poration and the insurance of deposits under the 
Federal Deposit Insurance Fund. Included also is 4 
set of tables giving significant average ratios of member 
banks of the Federal Reserve System for the period 
1919-1934, which are an important interpretative aid 
in the study of an individual bank’s statements of condi- 
tion. 
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Quite properly, Mr. Garcia warns against bank state- 
ment analysis along purely statistical lines. Such a pro- 
cedure “can at best be only a quantitative survey of 
condition,” and a consideration of various “intangible” 
factors is recommended. If due regard is paid to the 
latter, however, the analyst will find the methods pre- 
sented in this book quite helpful in the interpretation 
of bank statements. 

R. D. Reinnarpt 

Harvard Graduate School of 


Business Administration 


Accounting Evolution to 1900. A. C. Littleton. (New 
York: American Institute Publishing Co., Inc., 1933. 
Pp. xi, 368. $5.00.) 

As Dr. Littleton states in the preface, this book is 
not a history of bookkeeping or accounting, but recon- 
structs briefly “the long evolutionary struggle to devise 
and perfect a tool of expression and measurement (pro- 
prietary double-entry bookkeeping)” and sketches “the 
circumstances surrounding the expansion of simple 
clerical or bookkeeping processes” into accountancy. 

The development of accounting has been closely re- 
lated to progress in industry and changes in economic 
conditions; it has been relative to Society’s own devel- 
opment. Records of receipts and disbursements appeared 
early, in Egypt, Greece and Norman England, and per- 
sonal accounts or personal memoranda of indebtedness 
have been kept in informal ways in all ages. The heads 
of Roman families were required to keep domestic ac- 
counting records, originally containing entries of cash 
received and paid but later involving debts as well. 
Special books of account were also maintained to keep 
track of the investments of surplus funds of wealthy 
Romans. These early records, however, bore little simi- 
larity to bookkeeping as we now know it. It was not 
until commerce began to revive in the Italian trade 
cities, after the Dark Ages, that the keeping of personal 
accounts was extended into trading operations. These 
operations, in their early stages, consisted of a series of 
joint ventures, and the records were those necessary to 
enable the agent or active partner of a specific adven- 
ture to report intelligently upon his activities. Later 
trading developed into a permanent business instead of 
a series of joint ventures, and it was then that modern 
double-entry bookkeeping began to emerge. 

Continuing investments of capital and periodic 
reporting of results of business operations brought the 
need for differentiation between proprietary capital and 
proprietary profits, and the function of modern account- 
keeping is to measure and explain the tangible results of 
the ownership of capital and its dedication to gainful 
activities. The essentials of bookkeeping as we know it 
today were contained in the first printed work on the 
subject by the Franciscan monk, Luca Paciolo, and 
published at Venice in the year 1494. Since that date 
there has been little basic change in bookkeeping; in 
over four hundred years we have added a body of theory 
but have contributed little to the practical side other 
than the technique of auditing, cost finding and budget- 
ing. 

From the fifteenth to the eighteenth century com- 


merce consisted principally of trading, and there was 
little occasion for changes in methods of account-keep- 
ing beyond the procedures outlined by Paciolo. With 
the industrial revolution and the coming of large-scale 
manufacturing and industry, however, bookkeeping 
entered upon an era of marked expansion necessitated 
by the increasing complexities of modern business or- 
ganization and operation. Such factors as cost and de- 
preciation became increasingly important. Develop- 
ment and expansion of corporate organizations had a 
great influence upon bookkeeping, not only by reason of 
such factors as size, number of persons associated with 
the enterprise, lack of personal contact of stockholders 
and outside control, but also because of the theory that 
a corporation is a continuing enterprise involving long- 
lived investment from which periodic returns will flow. 
The separateness of the corporate entity and limitation 
of stockholders’ liability for corporate debts result in the 
obligation to preserve invested capital intact and ne- 
cessitate accurate determination of profits. “The power 
of expressing the difference between capital and income 
is one of the basic characteristics of double-entry book- 
keeping, and the accurate computation of the actual 
periodic income is one of the chief functions of account- 
ing. So far as the corporation made such a distinction in 
elements increasingly important, just so far it stimu- 
lated the expansion of bookkeeping into accounting.” 

Auditing is one of the elements which distinguish 
accounting from bookkeeping, and the development of 
auditing is an interesting story in itself. In the four- 
teenth, fifteenth and sixteenth centuries auditors were 
required in Great Britain to “hear’’ (for few could read) 
the accounts of various officers charged with fiscal re- 
sponsibility. By 1800 the scope of the auditor’s work 
had expanded and increasing emphasis was laid upon 
visual scrutiny of written records and examination of 
evidence in support of entries. A series of commercial 
crises and passage of legislative enactments by the 
British parliament in the first seventy years of the nine- 
teenth century led to the development of a body of 
independent practitioners offering skilled services to 
the public. Accounting practice in that period was usu- 
ally associated with law practice, but by the last quarter 
of the nineteenth century auditing procedure had be- 
come fairly well differentiated and organized. 

Throughout their development bookkeeping and 
accounting have justified their existence by keeping 
pace with the increasing demands of the commercial 
world. They appeared in response to a definite need and 
each forward step has been directly related to some 
change in business or economic life. 

Professor Littleton traces the evolution of ledger 
entries from an early form in which the complete trans- 
action was expressed in full detail, to the modern highly- 
abbreviated tabulations of the values involved. Full 
statements of transactions were at one time entered 
directly in the ledger accounts involved. Later prepara- 
tion of a highly technical form of journal entry preceded 
the record in the ledger, and then, for a long period, the 
journal entry expressed more or less fully a complete 
thought. In the present day the journal entry, quite 
technical in form again, is designed for accurate sorting 
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of accounting units, and is dispensed with entirely for 
many transactions recorded in numerous books of 
original entry. The modern bookkeeper—the one who 
is responsible for uniting into a coherent whole the 
maze of detail included in the complex records of today 
—‘“has a task the like of which none of his predecessors 
ever faced, and the very act of bookkeeping is harder 
than ever before. Bookkeeping has become a real tech- 
nology instead of a simple clerical routine.” 

This volume gives evidence of a vast amount of 
research and contains numerous references for those 
who wish to pursue the subject further. Most of Paci- 
olo’s text is presented, and there are many examples to 
illustrate changing types of ledger entries, journal en- 
tries, financial statements, etc. It should fill a definite 
want for all who are interested in the history and de- 
velopment of accounting. 

R. A. Bryant 
Arthur Andersen & Co. 


The Nature of Dividends. Gabriel A. D. Preinreich. (New 
York: Lancaster Press, Inc., 1935. Pp. vii, 226. 
$2.50.) 

To the careful reader, Dr. Preinreich’s book repre- 
sents at once a revelation and a challenge. The entire 
subject is passed here in review, disregarding largely 
existing financial, legal, economic, and accounting 
theories, and considering it afresh froma strictly theoret- 
ical point of view. This secures a measure of objectivity 
that could not otherwise be attained. To be sure the 
major emphasis is placed on the development of a 
mathematical theory of corporate distributions whether 
in the form of cash, property, stock dividends, or evi- 
dences of indebtedness, the legal and economic phases 
being rather abridged if not submerged outright. 

A clearer conception of the author’s treatment may 
be obtained by examining the premises upon which he 
bases his discussion. These are: 


(1) A complete disregard of the corporate entity, 
putting the stockholder on the same plane as a 
partner in a firm. 

(2) A similar disregard of the well-known principle 
of valuation of cost or market value whichever 
is lower, and an insistence on a strict market 
valuation theory. 

(3) A definition of income which includes not merely 
the normal stream of services flowing from a 
capital good, but also covers added value due to 
its appreciation and the goodwill adhering to it. 

Granted these premises, the book develops its thesis 

logically enough. “The investor, paying a price in excess 
of book value for the stock purchased, has . . . thereby 
divided his investment into a portion measured by the 
corporate books and a portion not so measured.” (p. 5). 
Since the stockholder thus invests in reality in market 
equities, the law governing market values of common 
stocks is then formulated and expressed as a function of 
four variables; viz. 


“1. The earning rate or the quotient of earnings by 
that portion of the corporate net worth which 
represents productive assets. This excludes idle 
assets which may have been hoarded. 
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“2. The expansion rate or the rate of increase of the 
productive corporate net worth owned by the in- 
vestor. 

“3. The money rate, at which the future services of 
capital are discounted. 

“4. The horizon, or number of years beyond which 

the investor is unable or unwilling to look into 

the future” (p. 10). 


The examples furnished to illustrate mathematically 
the principles involved are somewhat sketchy; the 
average reader must spend considerable time arriving at 
the indicated results. 

Turning his attention from the nature of capital to 
the nature of income, the author here attempts to show 
that there are many concepts of income, citing for the 
purpose the well known concepts of Eisner v. Macom- 
ber, Irving Fisher, the Federal Income Tax Regulations, 
etc. Incidentally, it seems to the present reviewer that 
accountants might profitably give more attention to 
Professor Fisher's theories of capital and income, since 
he certainly approaches more closely the accountants’ 
notion of these topics than any other economist. 

The author summarizes the various meanings of 
income as follows: 


“1. The entire difference between two succeeding 
capital levels representing the investor's wealth 
at two stated dates. (In this sense, income in- 
cludes the so-called “unrealized capital incre- 
ments,” viz. increments which have not been 
realized by a closed transaction.) 

“2. The difference between two succeeding levels of 
the company’s net worth owned by the investor, 
as determined by standard accounting procedure 
which is unable to measure unrealized capital 
increments. 

“3. The fair market value of all distributions re- 
ceived, irrespective of changes in the capital 
level. 

“4. The book value or fair market value of distribu- 
tions received, less adjustment of cost for certain 
forms of equity dilution. 

‘5. The receipt of cash” (p. 24). 


He then formulates his own definition of income as 
the “realization of wealth which did not exist at the 
time the investment was acquired, but arose subsequent 
to that date,” (p. 44). In other words, he agrees sub- 
stantially with method (1) cited above. 

The results obtained by applying the various income 
theories are startling. Thus under the cash and “income 
received” methods, the stockholder takes up in his 
records merely the amounts received in the form of 
dividends. Under the accrual method, he takes up on 
his books his pro rata share of the entire corporate 
earning by debiting the investment account and credit- 
ing income! When the dividend is collected, it is credited 
to the investment account, and thus under this theory, 
all dividends become distributions of capital (book 
value). Finally, under the market value theory, the 
investor takes up not only the pro rata share of earnings, 
but also the unrecorded market equities (appreciation) 
which represent so much paper profits (p. 50). 
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In considerable detail, the author then applies these 
theories to the valuation of stock dividends, stock rights 
and warrants, deriving in each instance the mathemati- 
cal technique for their evaluation, in an attempt to 
protect the investor's capital, and furnish him with a 
guide enabling him to determine the extent of his in- 
come. Briefly, “earnings distributed equal that fraction 
yalue of the entire book of a distribution which will not 
reduce the book value of the old stock certificate below 
what it was at date of acquisition” (p. 166). 

The chapter on regulation v. education discloses the 
suthor’s attempt to make his theory workable within 
the framework of our existing institutions. The passage 
of a law, however, is necessary which provides among 
other things that “before the first day of the third (?) 
month following the close of the company’s accounting 
period the number of shares formerly outstanding shall 
be increased or reduced in such a manner that the prod- 
uct of par value and the number of shares shall neither 
be more than 101% (?) nor less than 99% (?) of the 
respective equities appertaining to each class of stock, 
as disclosed by the audit” (p. 168). 

Objections on grounds of administrative difficulties 
are answered as follows: “Individual stock-ledger ac- 
counts are already kept by every corporation; all that 
would be necessary is to place them on the basis of 
cheque accounts and send replicas of bank statements 
to each stockholder, containing a full list of all stock 
debits and credits during the period. Transfers could 
just as well be effected by stock cheques deposited for 
collection in the usual way” (p. 169). 

Thus a corporation would be forced to distribute 
earnings in excess of expansion in cash, and the rein- 
vested earnings (commonly referred to as undistributed 
surplus) in the form of stock. By thus keeping the stock 
oscillating around par, there will always be a constant 
volume of assets representing a share of stock. 

What the effect of this scheme would be on our exist- 
ing financial-economic mechanism is problematical, as 
is also the possibility of a satisfactory solution of the 
income-tax problem. Thanks are, however, due the 
author for presenting us with a unified theory of income, 

TueoporE LancG 

New York University 


A compact and meaty book, very suitable for one 
whose briefcase is already well filled; an excellent sum- 
mary chapter for the man who wants the essence with- 
out reading two hundred pages; many intriguing dia- 
grams if your mind works better with graphic com- 
parisons than with figures alone; a mathematical ap- 
pendix for anyone whose college calculus really “took’’; 
a bibliography in case it should occur to the reader to 
turn up the literature of stock dividends: something for 
everyone as it were. 

Yet the reader who hopes for a general discussion of 
dividends will be disappointed at the successive limita- 
tions by which the author restricts the scope of his in- 
vestigation. First, the legal and accounting conditions 
precedent to the declaration of dividends are excluded 
so that dividends may be considered only from the 
point of view of the investor. Then preferred stock is 
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excluded so that “investors” will be only those who 
hold common stock. Finally common stock investors 
are subdivided in order to locate the area in which 
“further development in the theory of measuring in- 
come is necessary to progress. . . .” This is found in that 
group of investors who make investment a profession— 
investment trusts. Their records “should embody the 
utmost refinements to disclose changes in the wealth 
invested as accurately and as promptly as possible” 
(p 28). 

The kernel of the dissertation, therefore, appears to 
be the common stock problems of investment trusts and 
the inequities which the usual rules regarding the de- 
termination of income may produce when applied to 
stock dividends, stock rights, and stock warrants. 

The discussion of these problems occupies nine chap- 
ters. After two introductory chapters on capital and 
income, there are five chapters on the various kinds of 
dividends. Chapter VIII is, in effect, a summary of the 
argument and a statement of the author’s conclusions. 
The last chapter deals with distributions in fiduciary 
accounting. 

The chief source of the problem here discussed ap- 
parently is a certain dissatisfaction with the theories 
implied in the stock exchange and income tax regula- 
tions regarding the treatment of stock dividends, stock 
rights, etc., as income. The author’s contention is that 
it is unsound to consider either the distributions them- 
selves or the receipt of the proceeds from their subse- 
quent sale as the clue to realized income. For example, 
to do so is to receive unawares a return of part of the 
original investment if the dividend declaration should 
be made from corporate surplus accumulated prior to 
the date the investor acquired the stock. (This seems 
to be a generalization for the individual investor based 
upon the familiar problem raised in certain consolidated 
balance sheet situations, but the author makes no use 
of the analogy). The issue then is drawn: Is investor- 
income related to the dividends declared and the dis- 
tributions made, or to a gradual increase in book value 
of the securities as the corporation’s net worth grows 
from earnings? 

That there is an important question here can hardly 
be denied. Corporate officers and their advisers have 
been so ingenious of late in producing new types of 
security contracts and distributions to whet security 
buyers’ appetite and draw out the last available dollar, 
that more than a suspicion is aroused that within these 
intricate complications of finance there lurk many 
possibilities for the dilution of equities and the genera- 
tion of ungrounded hopes, among other socially un- 
desirable, and perhaps unintended, results. 

The natural reaction to complications is a swing 
back toward fundamental simplicities. Therefore, the 
author prefers to ignore the intervening corporate 
entity, and to see the investor's income first appear in 
measurable form as the earnings of the corporation. 
This view has the advantage of bringing forward the 
principle that no distributions, whatever their form, 
alter in the least what the investor already had—an 
increase in the book value of his stock. In order to re- 
inforce the intimate relation between investment in 
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stock and book value of stock, he proposes to bring the 
original idea of par stock into its real destiny. 

In the original joint stock companies the expecta- 
tion was that the entire profit would be distributed at 
frequent intervals, and the stock would continue for a 
short term of action to represent the original invest- 
ment. When that ideal fell into disuse through the de- 
velopment of corporate permanence, book value and 
par value fell apart. To secure book reversion to the 
original idea it is suggested that the use of properly 
proportioned stock dividends for profits and stock can- 
cellations for losses would keep constant the relation of 
par value and book value per share. 

In order to bring about the conditions which would 
practically merge the financial identity of the corpora- 
tion and the investor, and bring about this change in 
net worth accounting, it would be necessary to require, 
(1) that expansion to be expressed always in stock, (2) 
that expansions in excess of earnings be expressed in 
subscription rights, and (3) that cash or property divi- 
dends be restricted to earnings in excess of expansion. 

“Require” is a strong word and would necessitate 
a new type of statute law. The avowed weakness of the 
study lies just here, for the author recognizes that the 
inertia of long established custom places immense 
practical difficulties in the path of any such thorough- 
going changes. Yet he feels, with a good deal of justice, 
that a close analysis of dividend distributions would 
bring a clearer view of the realities of income deter- 
mination. 

If any criticism were to be offered to the author's 
analysis, it probably would relate to his too ready ac- 
ceptance of the idea that “looking through the cor- 
porate fiction” is necessary, and his willingness to iden- 
tify the corporate assets, invested or earned, with the 
common stockholder. 

The corporation is an important institution of 
modern society, created, it is true, by law, and having 
no personality separate from those who supply its capi- 
tal or carry out its avowed purposes. But it is hardly 
a fiction. Just as a family is more than the sum of its 
several members, and a home is more than a house, so 
a corporation is more than a mere aggregate of associ- 
ated members. It is because it is something more that 
we may say with truth that the corporation is an 
entity. If the corporation is an entity, then neither it 
nor its assets can be completely identified with either 
a part (common stockholders) or the whole (all se- 
curity holders) of its constituent membership. The cor- 
poration is more than an expanded proprietorship 
owing debts to its bondholders, as is implied in the 
author’s argument. It would be sounder to see in the 
corporation a social instrument which serves all who 
supply it with capital, labor, or sales. 

It is more important that good accounting and 
sound finance be pushed into all corporate operations, 
than to devise ways and means for investors to untangle 
the significance of corporate practices of doubtful 
soundness. It is a mistake to create, however innocently, 
the impression that the correct measurement of investor 
income (a sort of interest-return at best) is a more basic 
problem than the correct measurement of corporate 
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income (the resultant of an interplay of cause and 
effect, expense and revenue). 

This seeming exaltation of investor income, how- 
ever, is mainly an incidental result of setting very close 
limits to a specified piece of research. With a broader 
canvas the larger picture would emerge—the picture 
of income in general. 

In any event here isan excellent example of the allj- 
ance between accounting and finance. The trained ac- 
countant (the author is a C.P.A.) can bring much to 
corporate finance, and corporate finance can contribute 
a great deal to training the accountant. 

One cannot but wish that the present monograph 
were a treatise. Perhaps it is not too much to hope that 
this excursion into a section of income theory may be 
followed up by the author with the rest of the story, 
An equally penetrating analysis of the legal and account- 
ing basis for dividend declarations would be just as 
interesting to conscientious corporate directors as the 
present work will be to the managers of investment: 
trusts and advanced students of investments and 
finance. The scope of the study is too restricted, the 
subject too technical, and the treatment too theoretical, 
to make the book very serviceable to casual investors 
or undergraduates. 

A. C. LirrLeton 
University of Illinois 


Analysis of Industrial Securities. John H. Prime, (New 
York: Prentice-Hall, Inc., 1935.) 


With the popularity of railroad and utility securities 
at least temporarily in eclipse and “industrials” in 
extremely high favor, this book is most timely. It is 
written in a clear, straightforward style and illustrated 
to an unusual extent with the financial practices of the 
better known industrial corporations so that it is likely 
to please both the student and the practical investor. 

The first third of the book is devoted to general con- 
siderations. An introduction recounts the aspects of 
New Deal legislation affecting industrial earnings. The 
effect of the depression upon income through the year 
1933 follows so as to provide a tangible background for 
the discussion of the business risk factor. Achapter upon 
industrial research indicates something of the possibili- 
ties of improving production methods, promoting econ- 
omies in marketing, and discovering new products that 
may place the corporation in an advantageous position. 
From this general setting, the treatment goes on to the 
peculiarities of the different industries,—using as illus- 
trations automobiles, petroleum, copper, rubber, and 
bituminous coal,—and then the situation of the individ- 
ual corporation within the industry with respect to 
management, integration, and diversity of products and 
markets. 

The remaining two-thirds of the book is devoted to 
the description of financial statements and methods of 
utilizing them. Chapters are given to the general sub- 
jects of the income account and the balance sheet, and 
the special topics of depreciation and depletion, and 
capitalization. The book closes by showing how this 
financial material is focussed on each of the three classes 
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of securities, bonds, preferred stock, and common 
stock, and by illustrating procedure with a brief study 
of Goodyear Tire & Rubber Company and a comparison 
of American Can and Continental Can. 

In statements of fact an occasional slip will be noted 
by the careful reader. In describing the usual capitaliza- 
tion of the various industrial groups, it is stated (p. 242) 
that the speculative character of the extractive indus- 
tries—such as oil and mining—results in their using 
stocks. Actually, the larger oil companies are among the 
more frequent users of bonds. Of the eleven major 
companies significant enough to appear in Moody’s list 
for which financial ratios are computed, all but one 
showed funded debt at the end of 1934. Again, it is 
stated (p. 303) that relatively few of our strongest 
industrial corporations use bonds but many have pre- 
ferred stock issues. Figures for combined capital struc- 
tures indicate that bonds are as large as if not larger in 
total than preferred stocks for industrials generally and 
large corporations especially. Unfortunately, business 
practice does not always follow the course that conserv- 
atism would seem to dictate. 

Accountants will differ with Dr. Prime in his use of 
depreciation to include declines in market value of all 
kinds of property, such as securities and inventory (pp. 
151, 330). His definition of depreciation (p. 150) as 
“the difference between original cost and present mar- 
ket or liquidating value of an asset” is not in accord with 
accounting usage and might mislead the ordinary reader 
in his interpretation of the conventional income ac- 
count. Similarly, criticism may be levied against his 
classifying the contingency reserve apart from the net 
worth accounts (p. 229), although the common failure 
of published balance sheets to specify the basis for such 
reserves makes it generally necessary for the financial 
analyst to exclude this vaguely titled item from the 
true “surplus” reserves in arriving at such a figure as 
the “book value of the common stock.” 

The absence of the more detailed subtleties of secu- 
rity analysis, such as ratio study, intercompany com- 
parisons, graphic presentations and study of market 
action, while likely to make the work of less interest 
to the person of more advanced knowledge, has never- 
theless contributed to the clarity of presentation which 
is likely to make it popular with the general investor 
desirous of evaluating the material upon those major 
points that are customarily stressed in investment serv- 
ices, brokers’ letters and the press. Furthermore, the 
younger members of the accounting profession will find 
the wealth of illustration a stimulating point of con- 
tact between their general knowledge and the affairs 
of our leading industrial corporations. 

Harry G. GuTHMANN 

Northwestern University 


Cost Accounting, Principles and Practice. James L. 
Dohr, Howell A. Inghram, and Andrew L. Love. 
(New York: The Ronald Press Company, 1935, Pp. 
xvi, 620. $4.00.) 


This is a second revised edition of Professor Dohr’s 
Cost Accounting, Theory and Practice, the first edi- 
tion of which was published in 1924. The new edition is 
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practical both in principal and practice. Changes have 
made it a richer book but the general approach remains 
the same. 

The book is divided into four parts as follows: 


Part I—Introduction to Cost Accounting 

Part Il—Cost Accounting in the Manufacturing 
Enterprise 

Part I1I—Special Cost Problems in the Manufac- 
turing Enterprise 

Part IV—Cost Accounting Systems 


The first objective of Parts I and II is to tell the 
student what cost accounting is and why it is needed; 
the aims and purposes of cost accounting; and its rela- 
tionships to general accounting and to other functions 
of the business organization. The presentation is ex- 
cellent and considerable space is devoted to these mat- 
ters in order that the student may have them well in 
mind before taking up the detail of cost accounting pro- 
cedure. 

Emphasis is placed on the fact that cost accounting 
is not an end in itself but a means to an end. As stated 
on page 4, “Only in so far as it is useful in the adminis- 
tration of the enterprise is cost accounting worth while. 
The most important aspect of any system of cost ac- 
counting procedure is the intelligent use of the informa- 
tion obtained by the administrators of the enterprise.” 
In line with this the goal of accounting is later (page 71) 
stated to be, “. . . the development of a complete set of 
timely and accurate costs reports.” In many companies 
accountants have risen to positions where they not only 
supervise the preparation of these reports but interpret 
them and go far in seeing that proper action is taken on 
the basis of their interpretation. 

Part II is continued with a study of cost accounting 
largely from “‘. . . the ‘historical’ viewpoint, i.e., as a 
method of making an accurate and organized record of 
business events (which record, of course, is predicated 
upon the accepted double entry rules of bookkeeping).” 
In the chapters devoted to this the basic cost procedure 
is developed. Having set costs reports as the goal of the 
cost accountant, and having described these reports, 
the book proceeds with a study of the ledger which 
forms the direct source of the information included in 
the cost statements and reports. This study includes 
the use of cost controls and subsidiary ledgers, and the 
collection of costs in the ledgers under process costing 
and job order costing. Of particular importance is the 
material on control accounts which, it appears, is su- 
perior to that to be found in any other cost accounting 
text. 

In connection with the treatment of ledgers the book 
describes the use of cost sheets. Then it goes on to a 
consideration of the journal, including special journals, 
and to a study of original evidences of transactions for 
material, labor, production, shipment, and distribution. 

Part III covers special cost problems including the 
acquisition and use of plant, machinery, and other as- 
sets. Chapters are included on manufacturing risks and 
the costing of by-products and joint products. In this 
section also cost accounting is approached from the 
viewpoints of control and measurement of efficiency. 
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The use of budgets and standard costs is presented 
clearly and effectively. 

Part IV considers various types of cost accounting 
systems, their design and installation. 

Throughout the book careful attention has been paid 
to terminology. A glossary has been included. Refer- 
ences at the close of each chapter refer for the most part 
to articles appearing in the publications of the National 
Association of Cost Accountants. 

The book is well written throughout and a wealth of 
material is presented in a concise and readable manner. 
Many teachers should find it worthy of adoption. It is a 
valuable addition to the library of the teacher of ac- 
counting, the practicing accountant, and the business 
man. 

C. B. NicKERSON 

Harvard Graduate School of 

Business Administration 


Encyclopedia of Banking and Finance. Volume I. Glenn 
G. Munn. (Cambridge: Bankers Publishing Com- 
pany, 1935, Pp. viii, 784. $6.50.) 


Whereas the third edition, revised, 1931, of this work 
comprised 765 pages, the fourth edition is to be in two 
volumes of which Volume I, 784 pages, is now ready. 
Volume II is to be ready during the winter of 1935-36. 
More or less permanent subjects, including bibliogza- 
phies, have been put into the first volume, and law and 
tables subject inherently to modification have been as- 
signed to the second volume. This arrangement makes 
it possible to revise the second book whenever needed 
without necessarily requiring a revision of the first book. 

The whole work is a reference manual with over 3,500 
terms relating to money; credit; banking practice; his- 
tory; law; accounting; organization and Government 
supervision; trusts; corporate and Government finance; 
foreign exchange; investments; securities; speculation; 
business organization; insurance; commodities; markets; 
brokerage; and business economics. The material in the 
first volume has been substantially recast and recon- 
structed and the second volume contains the text of all 
Acts pertaining to money and banking passed since 
March 4, 1933 as well as the most important laws in 
this field since 1913. In general every title in Volume II 
appears also in Volume I, references in the latter calling 
attention to the former. Both volumes are arranged al- 
phabetically. 

This work should prove indispensable in schools of 
commerce and in the libraries of public accountants. 

Artuur W. Hanson 

Harvard Graduate School of 

Business Administration 


Walton Federal Income Tax Accounting and Procedure, 
1935, Charles H. Langer and Harry A. Knautz. (Chi- 
cago: Walton Publishing Company, 1935.) 


This loose-leaf text begins with a reprint of the Reve- 
nue Act of 1934 and the Revenue Act of 1935. It is 
stated in the preface that the course was prepared (1) 
“to present in logical sequence a thorough discussion 
of the fundamental principles of Federal income taxa- 
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tion in language easily understood . . . ’’; (2) in a teach- 
able manner, (3) sufficiently exhaustive to enable prac. 
titioners to use it as a guide in the preparation of re. 
turns and in the handling of tax cases. An introduction 
explains terms; how to use the law regulations, and bul- 
letins; the “ability to pay” principle of taxation; and 
the history of income taxation in the United States, 

The course material proper is prepared in twenty- 
four lectures which include discussion, references and 
examples. Each lecture is followed by several tax prob- 
lems and tax questions, solutions to which are also 
available. 

ArtHur W. Hanson 
Harvard Graduate School of 
Business Administration 


Retail Accounting. Cecil K. Lyans and Norris A. Brisco, 
(New York: Prentice-Hall, Inc. 1934. Pp. xxii, 590. 
$5.00.) 

Retail Merchandise Control. John W. Wingate. (New 
York: Prentice-Hall, Inc. 1933. Pp. xv, 478. $5.00.) 


For some time workers in the field of retailing have 
been coming to realize more and more keenly their need 
for reliable printed materials on the accounting and 
merchandise control aspects of department store man- 
agement. These two books by members of the faculty 
of the School of Retailing, New York University, fill 
this need admirably, and they properly may be listed 
among the outstanding contributions to the literature 
of retailing in recent years. 

The authors of both books clearly were competent; 
and in both instances competency was based upon prac- 
tical experience in stores as well as upon careful aca- 
demic study. The books cover their respective subjects 
thoroughly and in painstaking fashion. Without being 
heavy or boresome, they go into sufficient detail to 
serve as textbooks for teachers of college courses, as 
assigned or collateral reading for those courses, and as 
books of reference for students, practicing accountants, 
or store executives. Both books are logically organized 
and well written; and both are amply equipped with 
illustrative and explanatory matter. Lyans and Brisco, 
for instance, include 87 figures, almost all of which de- 
pict accounting or statistical forms; and where alterna- 
tive systems or methods are in wide use, they describe 
all the systems and give clear-cut expressions of opinion 
as to which is to be preferred. Notable in this connec- 
tion are the discussions of the unit and dual systems of 
handling accounts receivable, the handling of cash and 
of sales checks, and the use of tabulating machines in 
the accounting office. Helpful treatment of these and 
other operating questions, however, does not interfere 
with clear presentation of topics which may be referred 
to as strictly accounting, i.e., those relating to the 
journal, the general ledger, the balance sheet, and the 
operating statement. Wingate did not find it necessary 
to introduce so many forms, although the number used 
is adequate; but he adopted the commendable practice 
of using sample figures to make clear the various prin- 
ciples, problems, and arithmetic relationships described. 
These sample figures constitute a most helpful feature 
of the book. From the standpoint of the teacher, it is 
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helpful also to have the specific references, which are 
given at the end of each chapter, to teaching materials 
in problem or case form published elsewhere, and the 
ample bibliographies. 

One frequently hears it said that elementary courses 
in accounting pay too little attention to the special 
problems of trading enterprises in general and of retail- 
ers in particular; special problems which include those 
of handling multitudes of small transactions, both for 
cash and on account; those connected with C.O.D. and 
installment selling; those connected with inventory val- 
uation where depreciation or obsolescence often oper- 
ates with startling promptness and speed; and even 
some connected with the arrangement of the operating 
(or income) statement itself. If true, this is unfortunate, 
especially for the students in those courses who later 
study retail store management, go into retailing, or 
enter public accounting offices. 

Teachers of accounting who feel the need for addi- 
tional retail background, or who wish to investigate re- 
tail store problems witha view to deciding whether these 
problems should receive more emphasis in their courses, 
will find Lyans and Brisco a helpful and reliable docu- 
ment. Its purchase should be recommended, also, to all 
students preparing themselves for public accounting 
work and to all graduates now practicing that profes- 
sion. Graduates filling accounting positions in retail 
trade, whether among department stores or other types 
of distributor, surely will find the book stimulating and 
valuable. Finally, any reader who needs a well-rounded 
knowledge of accounting in all its applications should 
not overlook this book which may well become indis- 
pensable in its field. 

Wingate’s Retail Merchandise Control, also, is quite 
likely to become a fixture in its field, but from the ac- 
countant’s standpoint, the field is somewhat more spe- 
cialized. Surely, however, the book should form part 
of the library of any accountant dealing in a broad way 
with department store, or retail, budgets and systems. 
Wingate properly thinks of merchandise control as em- 
bracing not merely unit control or price records, but 
as including also all the machinery available for use in 
the attempt to keep inventories in the correct relation- 
ship to sales. He deals at length, therefore, with the 
merchandise budget, sales planning, the retail method 
of inventory, stock-turn and the stock-sales ratio, with 
departmentization, and with numerous technical de- 
tails regarding which clear explanations often are espe- 
cially desirable. In addition, he gives a thoroughly prac- 
tical discussion of unit control methods. 

Although both these books use in their titles the word 
retailing which implies treatment of all, or many types 
of retail distributor, both deal almost exclusively with 
department store problems and practices. The princi- 
ples and methods described may, and in many instances 
do, apply to other types of retailer as well, especially 
to unit stores dealing in lines of merchandise similar to 
those carried in department stores; but the books do 
not deal specifically with the problems or practices of 
the important types of retailer other than department 
stores, and neither do they describe the methods of 
adapting department store experience to these other 
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kinds of business. The fact that both books meet ad- 
mirably very real needs for information with reference 
to department stores is not at all inconsistent with the 
fact that accountants and retailers alike still are await- 
ing books on accounting, on merchandise control, and 
on other aspects of store management dealing with the 
field of retailing as a whole, and making significant 
comparisons between the problems and methods of 
different types of retailer. For instance, workers in this 
field still lack adequate literature on grocery chains, 
variety chains, mail order houses, gasoline filling sta- 
tions, and automobile retailers, to mention five impor- 
tant groups. 
Cart N. ScHMALZ 
Harvard University 
November, 1935. 


Income and Economic Progress. Harold G. Moulton. 
(Washington D. C.: The Brookings Institution, 1935. 
Pp. xi, 191. $2.00.) 


This is the fourth and last volume of the series which 
includes America’s Capacity to Produce, America’s 
Capacity to Consume and The Formation of Capital. 

The first section of “Income and Economic Progress” 
is devoted to a rapid but excellent summary of the three 
preceding volumes. Some basic questions are restated, 
such as “have we lived beyond our economic means?” 
“are we suffering from general over-production?” 
“can curtailment of production solve our difficulties?” 
and others pertaining to what has been called our 
“economic old age,” and to the equalization of wealth. 
These questions are not raised here for discussion. The 
data included are, for the most part, taken from the 
preceding volumes. These questions are restated in order 
to add point to the real inquiry in this fourth volume 
which is in the field of income distribution. 

Previous studies of the Brookings Institution have 
shown that we are not suffering from general over- 
production. However, we do have excess capacity rel- 
ative to existing demand. The problem, then, is to get 
this excess productive capacity into use and to create 
a demand for the additional products which would be 
produced. 

The first method of creating sufficient effective de- 
mand to absorb the output of our productive system, 
when operating at capacity, is that of taxation. The 
results of taxation systems are not minimized. “... 
there are significant long-run possibilities of using the 
taxation machinery as a means of expanding the volume 
of free services furnished to the public as a whole.” 
Thus the taxation machinery is viewed as useful for the 
provision of such public facilities as parks and play- 
grounds but it is regarded as of little importance when 
the problem of effecting a better distribution of pur- 
chasing power is considered. In fairness to the writer, it 
should be noted that the forms of taxation and the 
effects of various taxes on income distribution and on 
the purchasing power of particular groups have not 
been studied. While the inclusion of such a detailed 
study might throw light on the results of certain taxes 
it would not invalidate the general conclusions ad- 
vanced. 
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The second method studied which has as its aim the 
raising of purchasing power of consumers is the raising 
of money incomes. This method has been on trial in 
recent years and has been advocated by various labor 
organizations. This method is analyzed in two parts. 
First, as a means of stimulating recovery during depres- 
sion periods, and, second, as a means of “promoting 
continuous or long-run progress.” The first analysis 
runs in terms of experience under the N. R. A. Codes. 
The theory assumes that by raising wages purchasing 
power would be expanded. This increase in purchasing 
would “call forth a larger volume of production which 
would automatically absorb unemployment.” This 
result was not attained under the Codes because the 
increase in wages was quickly reflected in increased 
prices which counteracted the increase in wages. ‘‘While 
price increases might theoretically have been retarded 
without reducing eventual profits, the fact remains that 
without an effective means of controlling prices this 
plan could not be expected to work. Increased wages en- 
ter directly into the cost accounts of business corpora- 
tions. Since the plan was inposed at a time when a ma- 
jority of business corporations were already confronted 
with deficits, it was practically inevitable that prices 
would be raised as a means of recouping the added out- 
lays.” 

The second analysis, relating to the use of increasing 
money wages as a means of increasing effective purchas- 
ing power, from a long-run standpoint, is in terms of 
more nearly uniform periods than that of 1933-34. 
Some gains, in each case referring to wage rates rather 
than to wage disbursements, are noted, for example an 
increase in hourly earnings during the period of 1922-29, 
which exceeded the increase during the same period in 
cost of living. The conclusion is that, while at times 
money earnings of employees (in the manufacturing 
industry) have increased faster than commodity prices, 
nevertheless this method cannot be relied upon to se- 
cure an increasing real income for our working popula- 
tion. This method runs against the resistance of our 
economic system. Wage advances are usually granted 
under pressure. Wages enter into costs of production 
and “ ... there is a strong tendency for such increases 
to be accompanied by advancing prices.” 

The method which meets with the approval of the 
author for increasing the real income of the bulk of our 
wage earning class is that of reducing prices. This 
method is regarded as extending the benefits of lowered 
prices to every purchaser whereas other methods aid 
only special classes. Further, this method of increasing 
real income would aid the farming class and would 
strengthen the nation’s position in the export market. 
The conclusion is drawn that “The broad highway along 
which continued economic progress must be sought is 
the avenue of price reductions. When this road is fol- 
owed the benefits of technical improvements are con- 
ferred automatically upon all divisions of the popula- 
tion. Maximum opportunity for expansion of produc- 
tion and the free interchange of goods both between 
different divisions of our domestic economy and be- 
tween nations is thus provided. Such a method instead 
of centering upon a redistribution of an existing amount 
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of income promotes the progressive erection of addi- 
tional income and its prompt and thorough dissemina- 
tion among the entire population.” 

It has been stated above that the most desirable 
means of raising the real income for the bulk of our 
people is that of price reductions. Such reductions 
should be made as technical efficiency increases. How- 
ever, the author finds that, while in the period of 1999- 
29 the efficiency, as measured by gainfully employed 
persons, increased 18 per cent and the productivity per 
wage earner in manufacturing industries increased 25 
per cent, prices remained relatively stationary. In fact 
retail prices increased slightly during this period. The 
factors responsible for this price stabilization are to be 
found chiefly among the forms of business organization. 
In particular industrial combinations, cartels, and trade 
associations have operated in such ways as to maintain 
prices (from the short-run point of view) and stabilize 
operating conditions. 

The question of industrial profits is, of course, closely 
tied up with wages rates and selling prices. Profits 
during the prosperous years of 1922-29 were sufficiently 
large to allow businesses to pay out increasing amounts 
in the form of cash dividends and still set aside large 
amounts of surplus. These results occurred during a 
period of increasing efficiency and stable selling prices. 
The point of the writer is that the volume of business 
could have been increased during this period by reduc- 
ing prices as efficiency increased. Whether the wider 
markets which would have resulted would have been 
sufficient to allow the same profits as were made through 
higher prices and smaller volume cannot be statistically 
determined. The author states that “ . . . profits might 
well have been larger . . . ”’ and “Even if profits should 
not actually increase, a contribution is nevertheless 
being made through the expansion of wealth production 
toward raising the level of material well-being—which 
is the ultimate purpose of an economic system.” 

The basic economic policy set forth in this volume is 
that, because of abuses of our economic system, cen- 
tralized control has been set up which operates to pro- 
tect the existing price structure. This tendency is held 
to be short-sighted and leads to “freezing” situations 
“« |. . which in the interest of economic progress must 
be left as fluid as it is possible to make them.” 

The conclusions in this volume are not novel, but 
they are based on logical premises, are well-supported 
by statistical material, and are admirably stated. These 
conclusions are particularly interesting today in view of 
the variety of panaceas offered as cures for our economic 
ailments. Income and Economic Progress, gets away 
from quick-cure schemes and back to fundamental 
principles. 

Frank P. Smita 

The University of Rochester 

Rochester, N. Y. 


The Economics of Inflation. H. Parker Willis and John 
M. Chapman. (New York: Columbia University 
Press, 1935. Pp. xi, 443, $4.50.) 


The authors explain, in the preface to this volume, 
that Part I (twelve chapters) has been prepared by 
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themselves, the instructors in the Banking Seminar at 
Columbia University, while Part II “...is the con- 
tribution of various members of the Seminar...” 
And its eleven papers are “... believed to have an 
important bearing on some phase of the inflation prob- 

Dr. Willis analyzes the prevailing popular concep- 
tions of inflation and the respects in which they agree 
and differ, but he finds very little to assist him in for- 
mulating a definition. However, he does find that 
“ .. one of the major issues in connection with infla- 
tion is unquestionably whether it is or is not sound and 
right ever consciously to use the banking and currency 
system of a nation as a means of bringing about a redis- 
tribution of wealth.” Moreover, he is careful to make it 
clear that inflation does not necessarily taken the form 
of price (p. 26) and even if it does, “ . . . bank credit is 
a subsequent and not a preliminary development in 
connection with a price movement...” in a boom. 
Monetary inflation is then distinguished from banking 
inflation, the former being “ . . . a change in the basic 
unit of value with a corresponding change in all obliga- 
tions that were expressed in terms of such units, or a 
change in the attainability of the posssession of the 
unit.” On the other hand, banking inflation involves a 
clearly erroneous appraisal of values. 

As for inflation in a non-monetary sense, Dr. Willis 
takes the view that “No satisfactory conclusions about 
inflation can be reached except on the basis of definite 
price theory .. . .”” This approach leads him to develop 
the thought that banks may fail to function wisely in 
deciding whether “‘. . . funds should be supplied to a 
given industrialist or not....” But, what is much 
more important, industrialists are often practically in- 
dependent of banks (p. 65) and in that event, errors in 
recognition of credit cannot be traced to the banker. 
Consequently, dislocations of industry and overproduc- 
tion cannot always be traced to errors of judgment on 
the part of bankers. The problem is, however, larger 
than one of credit extension, whether wise or unwise, 
since dislocations sometimes arise from (a) the develop- 
ment of new industries, (b) the intervention of some new 
process of production or (c) from social disturbances. 
Thus, he arrives at the conclusion that, “Inflation . . . 
appears as a process of unduly raising the volume of 
given classes of goods, or of machinery for producing 
such goods, to a point where it is out of harmony with 
the capital or goods situation in other branches of 
industry.” The position of Dr. Willis with respect to 
inflation is undoubtedly the most tenable of the several 
views that may be and are taken by economists today. 

In taking up “Inflation as a Contemporary Prob- 
lem” Dr. Willis makes a number of observations which 
should not be passed over. Thus, our participation in 
the World War was financed by inflationary devices 
which in turn brought on the panic of 1920-21 and the 
latter was “ . . . nipped in the bud through well-consi- 
dered action on the part of the banking authorities.” As 
for the present situation, “The violence of the struggle 
that has been waged during the past three years... . 
seems to show that very strong elements . . . are unwill- 
ing to submit to the periodical readjustment which for 


many years has followed the undertaking of overdevelop- 
ed and profitless schemes . . . .”’ Finally, there has never 
been an instance of currency management designed to 
assist the creditor class. Rather, it has always been 
proposed as a means of relief for the debtor class. 

Reverting once more to the nature of inflation, he 
observes (p. 136) that while “ . . . a change in the actual 
volume of money or purchasing power has its weight 
in the establishment of a level of prices, there may be 
at any given time many factors of vastly greater weight 

.”’ and this has been the case during the past decade. 
But this thought should be considered along with the 
statement that “The problem of prices and price control 
is not fundamentally a problem of the control of the 
general level of prices, but is a problem of proper ad- 
justment or relationship of the different groups of 
prices.” Finally, Dr. Willis takes up the recent concept, 
“business inflation,” a more refined form of inflation 
theory than those generally held, and holds that, while 
“Credit so advanced or ‘released’ is, however, believed 
to ‘flow’ without hindrance out of the speculative mar- 
ket and into business . . . ,” there is not “ . . . ascintilla 
of evidence afforded,” that this is true. (p. 146) In pass- 
ing to Dr. Chapman’s contribution, it should be said 
that Dr. Willis has presented an able treatment weak- 
ened, however, by his failure to go into the rigidity of 
prices. 

Dr. Chapman takes up Speculation and Prosperity 
in the course of which he presents the more obvious 
facts and then passes to The Business Man and In- 
flation, where it is said that the business man “.. . is 
usually a victim, regardless of whether he is favorably 
or unfavorably disposed toward inflation.’ In the dis- 
cussion of Inflation and Investment he explains that 
forced saving results in one type of inflation and he 
attributes the dislocations of 1920-29 in part to this 
practice plus speculation. Dr. Willis then concludes 
Part I with a chapter of conclusions, in which appears a 
final view of inflation as occurring “ . . . when artificial 
alteration is brought about in the incomes of the several 
members of the community, or when they are induced 
to apply these incomes in a fashion radically different 
from that in which they were previously employed.” 

Part II, “Supplementary Essays,” contains a num- 
ber of excellent papers but reference can be made to 
only a few. Mr. Anatole Murad’s useful discussion of 
Inflation in Current Economic Literature concludes 
with the statement that “... inflation is generally 
considered to be: essentially, a disturbance of prices 
due to monetary forces,” and the author seems to think 
this conception quite debatable. Mr. M. A. Heilperin, 
in discussing “Inflation and Overproduction,” holds 
that “.. . reflation is not primarily a monetary policy. 
It isan economic policy .. . .” Mr. A. Wilfred May con- 
tributes an excellent paper on “Inflation in Security 
Prices” in which, among others, he brings out the point 
that “The existence of any central banking system or 
any other form of credit management in America is 
always a potential source of nationwide speculation 

....” In “Inflation and the Structure of Production” 
Mr. F. F. Schumacher considers “ ... monetary dis- 
equilibrium—forced saving—the main cause of the 
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business cycle.” In “Price Reflation,’ Mr. Erik T. H. 
Kjellstrom points out that “Although cost factors 
may be more slow-moving than commodity prices . . . ” 
they are perhaps, “ . . . the most fundamental difficulty 
encountered by a program of reflating prices to a pre- 
determined level. ...°’ Moreover, from his analysis, 
“it would seem very difficult to bring about a rise 
in prices to a predetermined level by purely monetary 
means. Truly, there is much in this volume in conflict 
with the views of Warren and Pearson.! 

In appraising this volume the reviewer is impressed 
with the able effort of Dr. Willis to work out a concep- 
tion of inflation that is broader and more substantial 
than that which rests on the purely monetary approach 
and he is also impressed with the high quality of the 
results obtained in the seminar on banking. Finally, it 
should be said that the volume will most assuredly fill 
an “aching void” in that it provides an effective treat- 
ment of a subject on which the literature has been either 
fragmentary or unassembled in a form suitable for 
college use. 

E. A. Krncarw 


University of Virginia 


The International Money Markets. John T. Madden and 
Marcus Nadler. (New York: Prentice Hall, Inc. 
1935. Pp. xiii, 548, $5.00.) 


The authors announce that the purpose of this vol- 
ume is the analysis “. . . of the changes in the réle of 
gold and the causes of its collapse in the post-war years; 
to study the functions and operations of the interna- 
tional money and capital markets; and, above all, to 
describe the organization and operation of the leading 
international financial centers.” In carrying out this 
task they have devoted five chapters to the money 
market, to the capital market and to the restoration and 
collapse of international money markets. Three chapters 
each are given to the New York and London money 
markets, two each to Paris, Berlin and Amsterdam and 
one to the Swiss money market. There is also a selected 
list of references arranged by chapters. 

The discussion opens with “Gold and the réle of the 
Gold Standard,” in the course of which it is pointed out 
that the erroneous belief in a shortage of gold was partly 
due to the fact that “ . . . the liabilities of central banks 
(were) expressed in depreciated currencies and the gold 
reserves at the pre-war parity.” Here also it is said that 
the legal requirements of a certain minimum gold re- 
serve against notes in circulation and against demand 
deposits of central banks have under modern conditions 
“*.. considerably outlived their purpose.”’ Evidently 
the authors would not contend that some gold reserve 
is not essential, considering the fact that Federal reserve 
notes would otherwise rest entirely upon value in the 
process of emergence or a lien thereon, in the case of 
United States obligations. They also recognize the 
difficulty of reconciling “ . . . the internal money mar- 
ket situation of an individual country with that of the 
international money market,” but they trace the prob- 


* Gold and Prices. 


lem, in the United States, to the overshadowing in- 
fluence of domestic business conditions. One might 
well ask for an explanation of the same problem in 
England. 

The function of the money market “ . . . is to finance 
short-term transactions . . . ,” while that of the capital 
market is the financing of long-term transactions. The 
restoration of the money markets after the war was 
defective for a number of clearly stated reasons and 
collapse was inevitable. Restriction upon the interna- 
tional flow of capital and credit and the fluctuating 
currencies now stand in the way of another restoration. 
The authors do not attribute recovery in Sweden to 
operation of a managed currency, since the kroner 
. moved in unison with the pound sterling... .” 
The clearness with which these and other general prin- 
ciples are brought out in the first five chapters is most 
commendable, in spite cf a tendency to oversimplifica- 
tion. However, that fault may be attributed to the 
necessity of providing a general introduction without 
permitting it to absorb too much of the volume. 

Of the institutions related to the New York money 
market the Federal Reserve bank receives the major 
consideration and it is pointed out that for the present 
that institution is less a factor in the money market 
than is the Federal Treasury. (p. 148) The considera- 
tion of the position of the commercial banking system in 
the money market does not make allowance for the 
correspondent banking system and its serious deficien- 
cies in acrisis. Neither is theinfluence of the latter upon 
the money market sufficiently taken into account. The 
several component markets within the New York money 
market are briefly analyzed and then the position of 
New York as a financial center is appraised with the 
conclusion that “Perhaps no financial center . . . was 
ever called upon to perform such a huge task in the 
field of international finance with as little preparation 

The treatment of the London money market is more 
effective than that of the New York money market, 
although it has the same defect, namely, an inadequate 
discussion of certain phases of the subject. What is said 
about Treasury Bills and Bank Rate is good, but the 
discussion is not as full as could be desired. Happily, the 
authors have not been so brief as to omit vital matter 
such as the reference to “ . . . the policy of maintaining 
a low bank rate favorable to trade and industry and to 
the attraction of foreign acceptance business (which) 
often clashed with the desire, and sometimes even with 
the necessity for maintaining a higher rate in order to 
prevent an outflow of foreign short-term funds.” 

The remainder of the volume is particularly welcome 
because it makes available in text-book form material 
which is scattered or else in a volume such as Willis 
and Beckhart’s Foreign Banking Systems, now some- 
what out of date. In the discussion of the Paris money 
market the authors are not disposed to be critical of the 
policy followed by the Bank of France from the middle 
of 1929 to the middle of 1931, for the bank “.. . ap- 
parently made no effort to withdraw balances from 
London until the last hope of maintaining the stability 
of the pound sterling was abandoned.” (p. 317) Ap- 
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parently the authors would not agree with the view of 
Einzig.’ 

The chapters on Berlin as a money market should be 
welcomed by every teacher of finance because of the 
dearth of material (outside publications in the German 
language) on recent developments there and also be- 
cause of brief but penetrating references to such matters 
as the method of direct pressure used by Dr. Schacht 
upon the members of the Berlin Stemple-Vereinigung. 
(p. 386) There is an excellent chapter on Berlin “Pri- 
vate Credit Banks and the Operation of the Market,” 
which includes some material on the Bank Law of 1934. 
Its chief merit, however, lies in the fact that the position 
of the private credit banks is set forth in a manner 
readily understood by American students, a thing that 
cannot be said by those European writers who are quite 
unfamiliar with the background, on banking subjects, 
of American university students. 

The peculiarities of Dutch financial practice are 
explained in a way which is helpful to an understanding 
of the Amsterdam money market. It is also made clear 
that “The strict supervision of the acceptance business 
by the Netherlands Bank has been an important factor 
in the development of the Amsterdam bill market.” 
In the chapter on “The Swiss Money Market,” the 
conditions under which the National Bank will redeem 
its notes and other unique features of banking practice 
are well presented. The reasons for the relative unim- 
portance of both the Amsterdam and the Swiss money 
markets are also brought out along with the effect of 
theGerman influence, particularly in the latter country. 
(p. 512) 

Taken as a whole, the volume should be well received 
by those teachers of banking and finance who take up 
foreign banking systems with their classes. It is clear, 
well organized and does not assume an understanding 
of European banking practice which American students 
do not have. Moreover, it takes into consideration de- 
velopments as recent as 1934 in those money markets 
which are chiefly concerned with the financing of the 
world’s trade and it is, therefore, timely. 

E. A. Kincaiw 

University of Virginia 
Myself. John R. Commons. (New York: The Macmillan 

Company, 1934. Pp. vii, 201. $2.25.) 


Institutional Economics. John R. Commons. (New York: 
The Macmillan Company, 1934. Pp. xiii, 921. $4.00.) 
The writer of this review suggests that the little book, 

Myself be read before reading International Eco- 

nomics, because of the excellent personal impression 

that can thus be formed of the author of both volumes. 

The former seems to have been inspired by Dr. Com- 

mons’ “Friday Niters,” a group of graduate students 

and seniors with which he “... has been meeting for 
the past thirty years.” Myself is the story of the 
genesis of his ideas and their end is found in “... my 

Institutional Economics and the third volume of His- 

tory of Labour in the United States.” The reader of 

Institutional Economics should not overlook the 


1Einzig, Paul. The Fight for Financial Supremacy, p. 117. 


passage in Myself (p. 44):—“ ...I1 always thought 
that both political science and sociology were branches 
of political economy.” 

Early in his career Dr. Commons learned “ .. . to 
distinguish capitalists from ‘capitalism’ and labor lead- 
ers from ‘labor’,” and that bit of discrimination proved 
to be as valuable to him as it should now be to other 
economists. It led him to say that “I should like to see 
them (capitalists) in control of industry,” and it also 
enabled him to say of Insull, “I stood up for him, with 
my conservative friends, as the victim of American 
capitalism. . . .” It is quite evident from the interesting 
chapter, “Wisconsin,” that the years of his remarkable 
service in that state provided him with the laboratory 
wherein his ideas were largely tested and these ideas 
emerge as “Institutional Economics.” But it is unfor- 
tunate that a life so rich in vital experience should be so 
inadequately revealed. Undoubtedly he had possession 
of material sufficient for a remarkable and much needed 
biography which would more adequately express the 
measure of his influence upon his time. 

Out of the rich background, clearly yet too briefly 
revealed in Myself, came the material for Institu- 
tional Economics. There are only eleven chapters in 
the latter volume but some of them are long. Thus, the 
chapter entitled “Futurity” extends from page 390 
to 648 and it covers a vast range of ideas. However, the 
central idea is never lost sight of nor is there a lack of 
continuity in the thinking about it. Early in the treatise 
he remarks, “Not until it became vaguely felt by the 
heterodox economists in the middle of the Nineteenth 
Century ... that ownership and materials were not 
the same thing, were the beginnings laid for institutional 
economics.” The method employed by Dr. Commons 
involves a close analysis of the ideas of many thinkers, 
beginning with John Locke, whom he regarded as 
“...the spokesman of a Revolution that changed 
England from Feudalism to Capitalism.” He gives 
close consideration to the double meaning of “... 
Ownership and Material Wealth (that) continued to be 
the meaning of the orthodox economists for two hun- 
dred years.” 

As for institutions, they are the “ . . . going concerns 
with the working rules that keep them a going, all the 
way from the family, the corporation, the trade union, 
the trade association, up to the state itself... .”’ But 
he admits the difficulty of defining “ . . . a field for the 
so-called Institutional Economics (in) the uncertainty 
of the meaning of the word institution.” But “Analysis 
of collective sanctions furnishes that correlation of 
economics, jurisprudence, and ethics, which is prereq- 
uisite to a theory of institutional economics,” and 
analysis is vigorously prosecuted throughout the vol- 
ume, particularly from the writings of Hume, since 
“Institutional economics goes back to Hume.” 

Thus it becomes possible to define an institution 
as“... collective action in control of individual action 

.., collective action in restraint, liberation and ex- 
pansion of individual action.” But we are reminded that 
. institutional economics is legal control of com- 
modities, of labor, or any other economic quantity, 
whereas the classical and hedonic theories dealt only 
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with physical control.” Here then is the basis of the 
philosophy that runs through the entire volume and 
also the inspiration of its effort to develop a theory of 
economic value that is valid. To this end Dr. Commons 
works with intensity, bringing to bear the knowledge, 
experience and thinking of a lifetime and the outcome 
is a truly remarkable volume. 

However, not all contributors to economic thought 
are taken into account, for the author’s analysis is 
confined to those “... whom we name Pioneers of 
New Insight.” (p. 121) The first of these is Quesnay 
who had the insight to recognize that “ . . . the physical 
and scarcity concepts were contradictory.” More im- 
portant, however, was Quesnay’s idea of natural law, 
natural right and natural order which was merely 
** . . the Custom of the time and place . . . ,” and cus- 
tom is one of the institutions recognized by Dr. Com- 
mons. Hume and Pierce are included because Pierce 
perfected the method of Hume. Hence Dr. Commons 
follows Pierce and accepts “... the term Pragmatism 
as the name of the method of investigation which we 
attempt to apply to economics in this book.” 

There follows an excellent analysis of Smith’s con- 
ception of value and from it is derived this thought— 
“Tt is this scarcity-value which we name proprietary 
scarcity, and we have three historical stages in the 
meaning of scarcity: Smith’s psychological state of 
resistance of the laborer to labor-pain; Ricardo’s 
materialistic resistance of nature to Smith’s labor- 
power for low wages.” According to Dr. Commons, 
“Smith assumed that, when this legislative scarcity 
should be eliminated then all scarcity would be elimi- 
nated by becomingidentical with quantity of labor-pain.” 
The author’s analysis of Smith’s views brings him to the 
conclusion that they contribute nothing to institutional- 
ism. The “.. . theories of Smith and his imitators for 
a hundred and fifty years...” are named “fundamen- 
talism,” (p. 216) because they rested on the feelings of 
Man and God. Transactions and customs were too 
superficial. 

The analysis next passes to ““Bentham versus Black- 
stone,” because “Bentham was really the founder of 
Nineteenth Century economics, divorced from law, 
custom, and ethics.” Thereby, Dr. Commons is enabled 
to bring out the defects in their views of custom. Both 
looked for custom in the past, whereas “ . . . custom is 
also expectation, based on experience, that practices 
will be repeated in the future... .” In other words, 
Dr. Commons evolves from his examination of the views 
of Bentham and Hume one of the cornerstones of insti- 
tutional economics. Indeed, this is the method pursued 
throughout the treatise and it is both enlightening and 


challenging. 
Malthus is described as “... the first scientific 
economist ...” because he derived by investigation, 


the economic principle of scarcity and scarcity has a 
large place in the evolution of institutions. And there 
follows a long chapter, “Efficiency and Scarcity” in 
the course of which it is brought out that “.. . Searc- 
ity-value is prices paid for legal control measured in 
terms of money. Value itself is assets, or the value of 
ownership. ...” Further along, it is said that “... 


there are two kinds of objective values, physical use- 
values and proprietary scarcity-values. ...”’ Upon 
this distinction Dr. Commons builds his conception of 
“* .. Capitalism, the double process of creating use- 
value for others and restricting its supply so as to create 
scarcity-value.” Production has the antithetic meaning 
of production and withholding production. Ricardo and 
Malthus come in for careful examination against the 
background of these views. To the latter value “... 
was scarcity-value determined by bargaining... ,” 
but for Ricardo scarcity-value was only “nominal 
value.” They held two meanings of demand and supply 
which persist to the present day. (p. 362) The issue is 
clear and also the means of reconciliation, for “The 
things delivered in this business process of bargaining 
are not physical commodities, they are the legal forms 
of ownership,” a fact recognized by J. S. Mill who buried 
the labor theory when he “.. . quietly substituted 
money-cost for labor-cost, scarcely realizing what he 
had done.” 

Passing to “Futurity,” Dr. Commons leads off with 
the statement that “.. . releasable debts became the 
foundation of modern capitalism,” and then proceeds 
to analyze MacLeod’s conception of property and prop- 
erty rights, for MacLeod was misinterpreted since he 
did not “... count the same thing twice, once as a 
physical commodity and once as an expectation of debt 
payment secured by a mortgage upon that physical 
commodity.” He merely failed to count the liability 
side as existing at the same time as the asset side. (p. 
412) Hadley was not confused in this matter, for he was 
*“« . . the only one of one hundred and seventeen econ- 
omists who defined price as the price of a ‘right’.” 
Thereby he became an institutional economist. But it 
remained for Hawtrey not only “. . . to distinguish a 
debt from a commodity, but to unite the two in a single 
transaction,” a price on the commodity market deter- 
mining the magnitude of a debt on the money market. 
(p. 483) Accordingly, we find Dr. Commons saying 
that money is secondarily a medium of exchange and 
primarily a social means of creating, transferring, and 
extinguishing debts. In addition he is led to distinguish 
the transactional, purchasing-power and distributive 
meaning of value. (p. 520) Finally, it becomes possible 
to say that there is an economic object which is both 
psychological and objective, but not a commodity. Thus 
collective action becomes an object which can be made 
a subject matter of economics. Indeed, it is the subject 
matter of institutional economics. 

Perhaps the most effective portion of the treatise is 
to be found in the analysis of “Sales Forecast” and fol- 
lowing matter, for here it is brought out that “. . . ez- 
pected profit determines the amount of present purchas- 
ing power. . . .”” Moreover, the purchasing power dis- 
bursed is identical with the value of the material and 
labor purchased at the time when purchased. Carrying 
the analysis further, he finds it necessary to look else- 
where “ ... for the causes of overproduction and un- 
employment, which we shall find, not in the share of 
profit but in the margin for profit... .” Moreover, 
“our capitalistic system is conducted on amazingly 
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narrow margins for profit. . . .” Indeed, the margin for 
profit becomes the whole thing. (p. 580) 

Finally, Dr. Commons is brought to “Reasonable 
Value,” a subject which fits into the preceding discus- 
sion most appropriately. He traces the rise and develop- 
ment of judicial recognition of Veblen’s distinction be- 
tween “capital as the value of corporeal property . . . 
and the new phenomenon of the value of intangible 
property.” Out of this discussion he reaches the con- 
clusion that “‘. . . property is the monetary capitaliza- 
tion of earning power and this capitalization is modern 
capital.” (p. 663) Dr. Commons’ analysis of Veblen 
leads him to say that he was “. . . the pioneer of in- 
stitutional economics, next to MacLeod... .” Un- 
fortunately, he did not have the advantage of the 
conclusions afterwards worked out by the courts; he 
did not see the institutional idea of reason and reason- 
able value reach its “ . . . pinnacle in the sovereignty of 
the Supreme Court....” (p. 682) Just what Dr. 
Commons is really driving at in his study of reasonable 
value emerges, when he says that, “.. . if we rest our 
search for uniformity upon the transactions of many 
going concerns, instead of upon individualistic emotions, 
then we do have many similarities of which we can un- 
derstand, ... why they are uniform—because they 
are similarities which we know by experience.” Thus, 
“.. the capricious and lawless subjective value or 
will of Weber, which is incapable of the uniformities 
required by science, is displaced by similarities of valua- 
tion and willingness which are the subject of both juris- 
prudence and economics.” 

Careful reflection upon the entire treatise leads one 
to the conclusion that Dr. Commons is trying to work 
out a more complete theory of value with institutional 
objectiveness and when his work is viewed from this 
angle it becomes highly significant and it is not too 
much to say that he has made a brilliant contribution 
to the literature on the theory of value. 

There follows a discussion of Morton’s views on 
unemployment insurance and an interesting chapter on 
“Communism, Fascism and Capitalism,” but the real 
substance of the treatise was completed before these 
were added. This reviewer does not hesitate to say that 
every student of economics should digest this volume 
with care for he will find here an attempted rationaliza- 
tion of a vast fund of knowledge and wisdom accumu- 
lated in the course of a long and highly useful life. Old 
ideas are given a new meaning and vitality and the 
best in economic thought is carefully reappraised with 
the thought that a theory of value that has validity in 
terms of modern capitalism can be evolved. There will 
be much difference of opinion as to whether or not Dr. 
Commons has achieved what appears to be his purpose, 
but there cannot be much question about the profound 
and brilliant effort that he has made. 

E. A. Kincarw 

University of Virginia 


Gold and Prices. George F. Warren and Frank A. Pear- 
son. (New York: John Wiley & Sons, Inc. 1935. 
Pp. vii, 475. $5.00.) 


The authors frankly admit that ““Much of the mate- 
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rial in this volumeis taken from Prices but so many new 
chapters have been added and such extensive revisions 
have been made, that it is deemed advisable to give it a 
new name so that the two books can be distinguished.” 
But it is still their purpose “.. . to add something to 
the science of economics, something to the dissemination 
of knowledge, and to help individuals in their immediate 
problems. ...” And it may be said that they have 
succeeded with respect to the two latter objectives, even 
though there may be much difference of opinion with 
respect to the first. In any event, the authors early 
commit themselves, for “. . . stabilization of the pur- 
chasing power of the monetary unit is necessary to solve 
the most serious of the price problems.” Thus it becomes 
apparent that price problems are considered as essen- 
tially monetary in nature. This becomes more apparent 
when they say that, ““The low demand for gold during 
World War period caused prices in the United States 
to more than double.” (p. 18) Again, it is said (p. 71) 
that “Production does not explain the great price 
movements either for one country or for all countries. 
It will be shown later that the supply of and the demand 
for gold does readily explain the major price move- 
ments.”’ The position of the authors becomes increas- 
ingly definite. Thus, they say (p. 86) that “In 14 years 
(from 1920) the value of gold changed from the lowest 
to the highest level known in the history of the United 
States. .. . Prices rose tocorrespond with the low value 
of gold. The attempt to adjust the whole debt and tax 
structure suddenly to the highest value for gold that the 
country had ever experienced resulted in economic 
collapse.” 

For the most part, the authors rely upon secular 
correlations. Thus, it is said (p. 91) that, “.. . prices 
for 75 years before the war were generally very close to 
the quantity of monetary gold divided by the quantity 
of other things.’ And it should be added that nearly 
all such statements are accompanied by charts and 
tables designed to support them. But it is admitted 
that “Short time fluctuations are affected by... 
weather, livestock cycles, business cycles, and . . . some 
other causes.” These “other causes” are not discussed. 
Maldistribution of gold does not appear to be one of 
them for it is said that, “The value of gold was deter- 
mined primarily by world supply and world demand, 
not by location.” (p. 106) Moreover, the value of gold is 
admitted to have cyclical influence, since, “The gold 
panic of 1929 and the collapse in the price structure 
were due to a sudden world-wide return of the demand 
for gold.”’ As one works through this volume, it becomes 
increasingly evident that maladjustments on the goods 
side may be due to causes other than the changing 
value of gold, and failure to recognize this is the chief 
weakness of the analysis. 

Increased efficiency in the use of gold may be a fact 
yet “... gold had to increase with the production of 
other things to maintain stable prices. A fact cannot 
be explained away.” (p. 187) Unfortunately, there is no 
analysis of the excellent evidence prepared by outstand- 
ing economists that increased efficiency was a factor. It 
is also maintained that, “.. . the ratio of bank credit 
to the physical volume of production in the United 
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States does not explaincommodity prices . . . for credit 
cannot control prices when a country is on a gold 
standard.” One cannot accept this conclusion of the 
authors until they have at least analyzed the relation- 
ship of bank credit to prices. 

The arguments advanced in support of the primacy 
of the value of gold as a price factor lead the authors to 
support devaluation of the dollar as the solution of 
depressed prices. Thus, they hold that, “If the weight 
of gold in the dollar is suddenly changed, it does not 
change the ratio of gold to cotton, but does change the 
ratio of dollars to cotton, even though there has previ- 
ously been no change in the amount of bank credit, 
monetary circulation, or velocity.” (p. 144) The ques- 
tion not answered is, how soon? There follow chapters 
on “The price of Gold” and “Effects of Changing the 
Price of Gold,” and in the latter (p. 184) it is said that, 
‘Apparently, the United States has obtained practically 
the full advance that is to be expected from the change 
in the price of gold.” But, there is no accompanying 
analysis which makes this alleged fact apparent, con- 
sequently nothing by way of explanation of the re- 
covery of prices in so far as they may be attributed to 
factors other than devaluation. 

As for inflation, its meaning seems to reside in the 
statement—“When a price structure is approximately 
in balance, rising prices cause an unbalanced situation, 
because raw materials rise faster than finished products, 
wages, freight rates, taxes, debts, or costs of distribu- 
tion.” (p. 195) But there is no reference to the fact that 
maladjustment may be due to the allocation of bank 
forced loans or to other factors quite removed for the 
time being from the value of gold. Deflation as a method 
of attaining equilibrium brought the United States 
“|. . to a state of complete financial paralysis as well 
as social upheaval,” and it is charged that Secretary 
Wallace “ . . . repeats the popular error that establish- 
ing an equilibrium in the price structure is a separate 
problem from restoring the general price level.” In 
other words, equilibrium can be achieved only by de- 
valuation. The authors also reject controlled produc- 
tion, “. . . until vastly more research work in econom- 
ics is done and the result taught—widely ....” Ac- 
cordingly, it is gratifying to read that, “The net result 
of the plan of crop destruction is apparently of doubtful 
value in increasing the gross income of the south, a tax 
on consumers of nearly a dollar per capita, and a stimu- 
lus to cotton production in other countries.” 

The authors appear to recognize the significance of 
prices set by administrative act for they assert that 
“|. . the practice of set prices spread with great rapid- 
ity until it became the accepted business philosophy of 
America,” and they feel that a society in which such a 
condition prevails must “.. . finally be based on com- 
pulsion rather than competition.” (p. 233) But there is 
no reference to the excellent work of Dr. Means! nor is 
there a discussion of the effects of devalution under such 
conditions. In their “Comparison of Panics,” it is said 
that “The tide turned in 1933, when the gold standard 
was abandoned ....’’ The authors appear to favor a 


1 Senate Doc. 13, 74th Congress, Ist Session. 
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“Stable measure of value” and hold that “‘The scientific 
method is some form of an all-commodity, or many- 
commodity, dollar.” With such a dollar many problems 
could be at least partly solved. Thus, it is said (p. 371) 
that “Most of these violent fluctuations in relation of 
taxes to income are due to fluctuations in the value of 
gold.” There is only one way to make taxes easy to pay 
and that is to “restore the price level ... .”’ The cor- 
relations of the price of gold with foreclosures and 
marriages may be accepted as statistical facts, but there 
still remains the necessity of accounting for the correla- 
tions, since the mere correlations are not proof of any- 
thing except the correlations. (Ch. X XI) 

All sorts of economic events and tendencies are ex- 
plained in terms of the price of gold. Even the stock 
market boom is so accounted for. Thus, it is said (p. 
423) that “‘As a result of this unstable value of gold, 
many persons came to look on common stock as a very 
safe investment.”’ Doubtless the authors mean that the 
unstable value of gold was at least a subconscious fac- 
tor, but even that may be questioned. In conclusion it 
may be said that this volume contains much valuable 
and significant statistical data which throw light on 
certain price situations. But it is not possible for this 
reviewer to accept it as a scientific treatise on money, 
because it does not analyze all of the factors making for 
price disequilibria. Rather it places undue emphasis 
upon the value and price of gold, thereby failing to give 
adequate consideration to other factors involved. The 
value of gold is at the root of every maladjustment and 
devaluation is the remedy. This is far too simple. Hence 
it may be said that this book will be received as a valu- 
able study of gold as a price factor, but not as an ex- 
planation of prices except in the secular sense, even 
though it is evident that the authors intend that it 
shall be considered as sufficient explanation of price 
movements of less duration. Mention should also be 
made of the rather full documentation and excellent 
chapter bibliographies. 

E. A. Kincar 


University of Virginia 


Control of the Retail Units of Chain Stores. E. H. Gault. 
(Ann Arbor: University of Michigan Bureau of 
Business Research, 1935, Pp. iv, 99. $1.00.) 


Since 1920 there has developed an extensive litera- 
ture on the problems of control among department 
stores and specialty shops. The Controllers’ Congress 
and the Merchandise Managers’ Division of the Na- 
tion Retail Dry Goods Association along with Bureaus 
of Business Research in the Universities have contrib- 
uted extensively in the way of articles and monographs 
on this topic. With the background of that literature in 
mind, the reader can use effectively the assembly of 
facts which Professor Gault of Michigan has presented 
in Control of the Retail Units of Chain Stores. 

The data for this study on the control methods em- 
ployed by the central offices of chain stores were ob- 
tained from 62 different organizations of varying size, 
representing 16 different types of merchandise in local, 
sectional, and national retail chain stores. An attempt 
was made to determine, first, what the control methods 
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were with respect to merchandising, inventory, finance, 
and personnel and, secondly, to indicate what condi- 
tions affecting a chain store are influential in determin- 
ing the control methods that it uses. 

In a space of 99 pages, it would be impossible to 
present a thorough description of the details of a variety 
of control systems for each of the four phases of control 
studied, but granted that the reader has some elemen- 
tary knowledge of systems, Professor Gault has been 
able to describe briefly the practices of many companies 
on these several questions. By providing a statement on 
products, locations, and other pertinent points of dif- 
ferentiation between chains studied, he has established 
a factual basis for many of the conclusions which he 
states. 

Professor Gault finds nothing unique in the tech- 
nique of control. Every device used by chain stores has 
been used in other types of retail stores. The remarkable 
growth of chain stores is not attributed to control, nor 
does a good control mechanism insure profitable opera- 
tion. He suggests that chain stores which use the meth- 
ods of control similar to those in department stores have 
had a more profitable recent history because the chains 
have expanded sales volume by opening new outlets 
rather than by following the department store method 
of increasing sales by intensive sales promotion methods 
and elaborate services to customers. The influence of 
size of chain, size of individual outlet, location of out- 
lets, nature of merchandise handled, the capacity of 
executives, and the organization of chains as they affect 
methods of control are summarized in the separate 
chapters on each control topic and in the concluding 
chapter. 

Epwarp P. LearNep 

Harvard Graduate School of 

Business Administration 


Liquid Claims and National Wealth. A. A. Berle, Jr., 
and Victoria J. Pederson. (New York: The Macmil- 
lan Company, 1934. Pp. xvi, 248. $2.50.) 


This ‘explanatory study in the theory of liquidity” 
attempts to trace through our varied economic pattern 
two separate but related types of liquidity. These two 
types are “real” and “artificial’’ liquidity. “Real” 
liquidity exists when an asset can readily be converted 
into cash because (a) the asset enters into human con- 
sumption, (b) the asset is destroyed through such use, 
and (c) the asset is normally replaced by new produc- 
tion. “Artificial” liquidity exists when an asset can be 
sold only through the aid of some financial mechanism, 
or when an asset can be sold only after a relatively long 
period of time. Credit instruments may fall into either 
classification depending on the type of security which 
supports them. 

Much of the theory developed in this volume is 
woven around, and supported by, the quantitative 
studies of the authors. This is particularly true of the 
statistical data relating to liquid claims, and the per- 
centages which such claims represent of national wealth. 
The totals for liquid claims include bank deposits, cash 
surrender value of life insurance policies, and domestic 
stocks and, bonds listed on the New York Stock Ex- 


change, but excluding financial securities. The totals of 
these items (adjusted) range from a low figure of 
seven billion in 1880 toa high of one hundred thirty-seven 
billion in 1929. This total had dropped to eighty-seven 
billion in 1933. 

The increase in liquid claims is emphasized not be- 
cause of the actual increase in dollar values of these 
items but because liquid claims have been increasing 
faster than has our national wealth. This is indicated 
by the ratios of net liquid claims to national wealth 
which range from a low of fifteen per cent in 1890 to 
thirty-eight per cent in 1929, forty per cent in 1930, and 
thirty-four per cent in 1933. The authors consider this 
trend as representing an understatement of the case and 
when the statistical appendices are examined this con- 
clusion seems warranted. In fact the understatement 
may be much greater than the authors have indicated. 
Two large classes of securities have been omitted, those 
securities which are listed on exchanges other than the 
New York Stock Exchange, and securities traded over- 
the-counter. Recent estimates have valued the over- 
the-counter securities at approximately fifty-five billion 
dollars. Likewise, the securities listed and traded on ex- 
changes other than the New York Stock Exchange are 
valued at a large amount. At the present time these 
securities have a value of approximately twenty-five 
billion dollars. The New York Stock Exchange does 
dominate the security market in the United States but 
this exchange accounted for only sixty-one per cent of 
the security trading in 1929 and seventy-six per cent 
in 1932. 

The ratio of net liquid claims to national wealth, as 
given by the authors, is the basis for many of their argu- 
ments, and they particularly emphasize the changes 
which have occurred since 1929 in the security markets. 
The ratio of stocks and bonds (less financing) on the 
New York Stock Exchange, to national wealth, was 
twenty-eight per cent for 1929 and 1930, twenty per 
cent for 1932, and twenty-one per cent for 1933. Thus, 
it is pointed out, the high ratio of liquid claims has been 
maintained in spite of drastic price declines. This situa- 
tion is explained by reference to the increasing number 
of shares and issues placed on the market during the 
years 1929-1933 representing the “translation of fixed 
assets into the corporate form and its reappearance as 
shares. ...” 

The authors have devoted some attention to the 
policies which should be followed if we expect our eco- 
nomic system to continue as it exists today, but with 
the increase in liquid claims continuing at the rate 
prevailing since 1880. Three specific suggestions have 
been advanced to strengthen our financial organiza- 
tion: (a) the reorganization of our banking system for 
the purpose of separating the stream of “real” and “ar- 
tificial” liquidity; (b) the creation of a central bank to 
support our security markets; and (c) the reduction of 
speculation in the stock exchanges. It seems that some 
of these suggestions have already been adopted in the 
1934-1935 legislation concerning banks and exchanges. 

There is considerable repetition in this volume and 
some parts of the discussion might well have been 
omitted, such as the treatment of banking functions, 
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portfolios, reserves, and underwritings. However, the 
problem of liquidity is outlined, some interesting statis- 
tics compiled, and a start is made towards the develop- 
ment of a body of theory covering the subject of liquid- 
ity. 
Frank P. Suita 
University of Rochester 


Operating Results of Department Stores in the Pacific 
Coast States: 1934. Carl N. Schmalz. (Boston: Har- 
vard University, Graduate School of Business Ad- 
ministration, Bureau of Business Research. Bulletin 
97. Pp. v, 18. $.50.) 


This report on the margins, expenses, and profits of 
department and specialty stores in the Pacific Coast 
states is based on figures reported by sixty-five firms 
operating more than ninety-six stores in Washington, 
Oregon, and California. Practically all the data on 
which this bulletin was based were also used in pre- 
paring Bulletin 96. The operating results of the stores 
are presented in ten tables. The figures in the tables 
must be interpreted with care because a relatively small 
number of firms reported and this number had to be 
divided into comparable groups. This is especially true 
for the tables presenting specialty store data, for usable 
reports were received from only seven specialty stores. 
Professor Schmalz makes the following comment on 
specialty store figures: “The figures are published here 
in the hope that they will be of some service to store 
executives and will aid in arousing interest in this work 
among specialty stores in the Pacific Coast states so 
that a larger number of reports will be received in the 
future.” 

The department store figures for the Pacific Coast 
stores follow closely the nation-wide figures published 
in Bulletin 96 and in earlier bulletins, and detailed com- 
parison with these figures is given. Since 1934 is the first 
year for which Pacific Coast figures have been prepared 
in the form here presented, directly comparable figures 
are not available for 1933. However, the Harvard Bu- 
reau of Business Research did issue in 1933 three tables 
summarizing the operating results of a number of groups 
of Pacific Coast stores, and a comparison of the 1934 
figures with those tables affords some idea of the changes 
which have occurred. 

One section of the bulletin is devoted to the relation 
of appeal and character of clientele to department store 
operating results. In this section a study of eight stores 
is made. Three of the eight stores used price appeal 
primarily and were classified as medium and low- 
medium with respect to clientele and price lines. The 
other five stores stressed quality more than price and 
were classified as high-medium or high with respect to 
clientele and price lines. The section compares various 
features of the two typesof storesand also their margins, 
expenses, and profits. Bulletin 92, which was issued in 
1933 and_is comparable to this year’s Bulletin 96, 
contains a similar section for stores in all sections of the 
country. 

This bulletin is of value to Pacific Coast department 
store operators in that it does make available to them 
some regional operating results and may serve as a basis 
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for the development of more reliable standards by which 
they can measure their individual performances, If 
such standards are to be properly developed, the stores 
in the Pacific Coast region will have to codperate with 
the Harvard Bureau of Business Research to the fullest 
extent in supplying data on which future bulletins may 
be based. 
T. Kenneto Haven 
University of Michigan 


Operating Results of Department and Specialty Stores in 
1934. Carl N. Schmalz. (Boston: Harvard Univer- 
sity, Graduate School of Business Administration, 
Bureau of Business Research. Bulletin 96. Pp. vi, 49, 
$2.50.) 


The operating results of department and specialty 
stores in 1934 constitute the subject of the fifteenth 
consecutive annual department store study published 
by the Bureau of Business Research of the Harvard 
School of Business Administration. The report is of 
special interest because it reflects the results of a full 
year of operation under NRA and because it reports 
the first increase in dollar sales over sales of the previous 
year since 1929. Net sales for the various groups of 
department and specialty stores in 1934 were from 6 per 
cent to 18 per cent larger than sales in 1933. The average 
increase in sales for all reporting firms was 11 per cent. 
The improvement in dollar sales is reflected in the im- 
proved earnings which were reported by stores of prac- 
tically all sizes. Moreover, 1934 was the first year since 
1930 in which a profit after interest charges was shown 
for any of the ten groups of department stores studied. 

The bulletin presents the operating results of the 
stores in twenty-eight tables and two pages of charts, 
most of which have been prepared in the customary 
manner. There are, however, three new features: (1) A 
section is included which discusses trends in dollar ex- 
pense during the depression. In this section four tables 
are presented, each showing for a group of similar-sized 
firms the course of both dollar expense and percentage 
expense for the past five years. (2) A new arrangement 
of some of the tables has been effected to show the 
separation of expense data from merchandising and 
profit data. (3) There is a more detailed breakdown of 
the specialty store reports by sales volume. Figures on 
the merchandising operations, expenses, and profits of 
specialty stores are presented for five sales-volume 
groups, whereas in previous years only three groups 
were segregated. The present bulletin also gives in- 
formation on average sales and on expense and profit 
per transaction which was not available in last year's 
bulletin, and the statistics on functional expense are 
presented in more usable form. While all of these 
changes are improvements, the effect of changing the 
number of sales-volume groups does make comparisons 
with the 1933 figures more difficult. 

These three new features do not, of course, constitute 
the only innovations in the study. Two tables are de 
voted to showing the operating results of department 
and specialty stores in 1934 according to the new form 
of income statement approved by the board of directors 
of the National Retail Dry Goods Association. This new 


form 
chang 
The 
was t 
which 
the le 
than 
from 
year 
were 
when 
: opera 
Profe 
must 
consi 
durin 
as int 
place 
dema 
Lik 
atten 
more 
lent 
store 
The | 
: quest 
mana 
discu 
: chan; 
ment 
U 
; Legal 
Ww 
Pr 
$2 
Tl 
and | 
serve 
land 
prese 
Liabi 
: Frau 
: of th 
Audi 
Cert: 
4 is of 
Unit 
sion 
: Expe 
: is hel 
tech 
this 
its p 
gene 
instr 
mate 
profe 


which 
es. If 
Stores 
with 
fullest 
18 May 


VEN 


ores in 
Jniver- 
ration, 
vi, 42, 


ecialty 
‘teenth 
plished 
arvard 
t is of 
a full 
reports 
revious 
ups of 
n 6 per 
verage 
cent. 
the im- 
f prac- 
r since 
shown 
tudied. 
of the 
charts, 
tomary 
(1) A 
llar ex- 
tables 
r-sized 
entage 
gement 
ow the 
ng and 
lown of 
ures on 
ofits of 
volume 
groups 
ves 
1 profit 
year's 
nse are 
f these 
ing the 
arisons 


stitute 
are de- 
tment 
w form 
irectors 
his new 


Book Reviews 


form also has the approval of the Securities and Ex- 
change Commission. 

The bulletin brings out clearly the fact that in 1934, 
as in 1933, small department stores were practically on 
apar with the large stores as regards earnings. The same 
was true of specialty stores in 1934, the first year for 
which detailed figures are available. This tendency for 
the large stores to show no more favorable earnings 
than do the small stores represents a pronounced change 
from conditions prevailing before the depression, when, 
year after year, the earnings rates of the larger stores 
were higher than the earnings rates of small stores and 
when the percentage of net profit on merchandising 
operations tended to vary directly with size of store. 
Professor Schmalz points out that, while this tendency 
must prevail for more than two years before it can be 
considered a permanent shift, the fact of its existence 
during the past two years is important to large stores 
as indicating that some unfavorable change is taking 
place in the underlying competitive situation or in 
demand. 

Like previous bulletins, the 1934 bulletin makes no 
attempt to suggest specifically how stores may operate 
more successfully. It does, however, serve as an excel- 
lent yardstick with which department and specialty 
store operators can measure their own performance. 
The bulletin also answers with facts and figures many 
questions that are constantly confronting merchandise 
managers. Furthermore, Professor Schmalz, in his 
discussion of the tables and charts, clearly presents the 
changes that are taking place and makes valuable com- 
ments as to their nature and permanency. 


T. Kennet Haven 
University of Michigan 


Legal Responsibilities and Rights of Public Accountants. 
Wiley Daniel Rich. (New York: American Institute 
Publishing Company, Inc., 1935. Pp. xii, 236. 
$2.50.) 


This timely little book should be read by all present 
and prospective practitioners of public accounting. It 
serves to collect all of the laws on the subject in Eng- 
land and the United States to date. The material is 
presented in four chapters. Chapter I deals with the 
Liability of the Public Accountant for Negligence, 
Fraud and Libel. It affords a more complete treatment 
of this important subject than is found in the ordinary 
Auditing text. Chapter II deals with the Law and the 
Certified Public Accountant’s Certificate. This section 
is of interest principally to practitioners within the 
United States. In the third chapter the topic of discus- 
sion is The Admissibility of the Public Accountant’s 
Expert Testimony in Court. A general knowledge of law 
is helpful for one who would really understand the legal 
technicalities involved in this chapter and the next. If 
this volume is to be used in schools as a text, therefore, 
its place in the curriculum should, if possible, follow a 
general well-rounded course in commercial law, and the 
instructor should have a thorough legal training. The 
material in Chapter III should be of help to the legal 
profession in obtaining a preliminary idea of accounting 
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evidence to be presented in court in a specific case. Ac- 
countants, moreover, will gain from a study of it better 
ability to codperate with the legal profession as wit- 
nesses in court. In the final chapter on Some Rights of 
Public Accountants the subjects dealt with are Cham- 
perty, Ownership of Working Papers, The Accountant’s 
Lien upon his Employer’s Books, Rights of the Public 
Accountant under United States Bankruptcy Act, 
Expenses of Audit in Addition to Personal Services of 
Accountant, Nature of Accountant’s Services Affect 
Reasonableness of Charges, Auditing Contracts with 
Corporations and Governmental Agencies, and Powers 
of Practitioners of Public Accountancy to Incorporate. 
The reviewer was especially impressed by the statement 
under Nature of Accountant’s Services Affect Reason- 
ableness of Charges on page 222: ““Two decisions, one 
by the Louisiana supreme court*’ in 1928 and the other 
by the Louisiana court of appeals‘ in 1929, placed high 
values upon accountants’ income tax services, which the 
judges classed as legal as compared to values placed 
upon the usual auditing work which the judges thought 
was clerical.’ It appears that the job of educating out- 
siders to the true significance of the best public account- 
ing work, at least, is not yet complete. The volume 
closes with the Rules of Professional Conduct of the 
American Institute of Accountants, a table of cases, a 
table of statutes, and a bibliography. In the opinion of 
the reviewer this volume is among the most welcome of 
the publications in the field of accounting during these 
past several years. 
Artuur W. Hanson 
Harvard Graduate School of 
Business Administration 


Auditing Procedure. Second Edition. DeWitt Carl 
Eggleston. (New York: John Wiley & Sons, Inc., 
1935, Pp. xviii, 488. $4.50.) 


Although this edition has fewer pages than its pred- 
ecessor it appears to be an improvement for the pur- 
pose of imparting to students the general principles of 
Auditing. The chapter headings, the topics dealt with 
in each chapter, and the number of pages in each chap- 
ter, are identical in both editions for the first 405 pages. 
Such changes as the reviewer could find in these 405 
pages were inconsiderable. The last hundred odd pages 
of the old edition were devoted to Hotels, Restaurants, 
and Clubs; Retail Store Audits; Institutional Revenue 
and Expense Accounts; Theatres and Amusement 
Enterprises; Municipal Audits; Bank Audits; Savings 
and Loan Associations; Brokerage Audits; Insurance 
Companies; Fraternal Benefit Associations; and an 
Appendix—Auditing Problem. 

Instead of dwelling on the auditing peculiarities of 
these particular types of business in the new edition, 
Professor Eggleston has followed the lead of Mont- 
gomery in the fourth revised edition of his “Auditing 
Theory and Practice” where he confined himself to 
general auditing principles and practices. Pages 406 
and 436, inclusive, of the new edition are devoted to an 
illustrative report and working papers on a book- 
publishing business. Although the working papers are 
not complete, probably enough are given for all prac- 
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tical purposes of class instruction. Pages 437-471, in- 
clusive, contain 167 supplementary problems. An ap- 
pendix, pages 473-477, inclusive, contains an abstract 
of a paper on Mechanical Features of Accountants’ Re- 
ports and Working Papers presented by Professor Eg- 
gleston before the New York State Society of Certified 
Public Accountants. The book closes with a ten-page 
index. 
Artuur W. Hanson 
Harvard Graduate School of 
Business Administration 


Fundamentals of Accounting. E. A. Saliers. (Chicago: 
Business Publications, Inc., 1935, Pp. 424. Publisher 
has informed us the correct price of the text edition 
is $3.50, and practice set forms are available at 
$1.00 complete.) 


This book reads both smoothly and accurately, the 
language used reflecting somewhat a philosophical treat- 
ment. One may well believe that, as suggested therein, 
the students who have used this book in the author's 
college developed a remarkable interest in the subject of 
fundamental accounting principles. 

The book covers accounting elements applied to the 
businesses of sole traders, partnerships, and corpora- 
tions. The chapters are each broken down to give first, 
a discussion of fundamentals to be studied, with illus- 
trations; then, a summary of the high spots, and lastly, 
review questions. The laboratory work consists of five 
practice sets, these to be worked as progress is shown. 

The approach is the usual one: Property, debts and 
wealth; net worth; changes in net worth; profit and loss 
statement; and soon. Undoubtedly, for beginners, some 
other approach would be simpler, inasmuch as the one 
used is believed by the reviewer to be the most difficult 
of all for the student to square himself against. There are 
twenty-nine chapters in all. 

However, there is no question but that a careful 
study of this text will provide a solid foundation upon 
which to build the student’s further knowledge of the 
subject of accounting. 

Grorce E. BENNETT 


New York Laws Affecting Business Corporations. Six- 
teenth Edition, Revised to May 17, 1935. Edited by 
J. B. R. Smith. (New York: United States Corpora- 
tion Company, 1935, Pp. 520.) 


The sixteenth edition of this important publication, 
like its predecessors, is prompt, accurate and compact. 
It is more of a handbook than a text, being of ever- 
ready desk value to anyone interested in the organiza- 
tion and the statutory regulation of private business 
corporations in New York state. It is impossible to be- 
lieve that such professional and business men cannot 
realize the value and worth of a book like this one when 
they learn that at the recent legislative session, forty- 
one separate acts were adopted changing eighty-nine 
sections of the Consolidated Laws as covered by this 
publication. Also, the notes herein found set forth the 
exact language of the Court in the latest Court of Ap- 
peals decisions. 
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The synoptic analysis is retained in this edition, this 
being a most excellent “topical arrangement of the more 
important features of the general and the stock corpora- 
tion laws, of the corporation tax laws and the relation 
the several corporation laws have to one another.” 

Just how the corporate accountant in this state can 
do his work efficiently and correctly without an up-to- 
date knowledge of many of the things found in this book 
seems impossible to explain. 

Grorce E. Benner 


Accounting Principles. McKinsey and Noble. (Cincin- 
nati, Ohio. Southwestern Publishing Company, 
1935. pp. 751.) 


“The revised edition of Accounting Principles is 
definitely planned to serve four groups: (1) those who 
expect to continue the study of accounting and to prae- 
tice it as public or private accountants; (2) those who 
expect to enter business activity and wish a better 
understanding of accounting as a tool of business; (3) 
those who are interested in economic society and who 
believethat asounderunderstandingis available through 
a study of accounting; and (4) those who anticipate 
entering the professions and expect to apply accounting 
to their own needs.” 

In this new edition the basic subject matter is de- 
veloped more quickly and considerable additional ma- 
terial has been added to the study of partnerships, cor- 
porations, manufacturing, and accounting for non- 
profit organizations. Some entirely new chapters are 
now included on the subject of cost accounting, con- 
solidated statements, accounting for creditor control, 
and supplementary statements. The book contains 
thirty-three chapters with an average of about twenty- 
three pages per chapter including the questions and 
short problems for class discussion and also laboratory 
problems. Three shortened practice sets, which are 
optional, are included. 

The first four chapters treat the beginning funda- 
mentals of bookkeeping. The balance sheet approach is 
used for the analysis of transactions. The sections and 
items of a complete balance sheet and profit and loss 
statement for a trading concern are defined and classi- 
fied. The student is introduced to the ledger, the use of 
accounts for balance sheet items and the preparation 
of a trial balance. Chapter V introduces the use of 
temporary proprietorship accounts and the closing of 
the books is mentioned but not yet illustrated. An eight 
column working sheet, which includes adjustment 
columns but no second trial balance columns, is il- 
lustrated. From the working sheet a balance sheet and 
a profit and loss statement are prepared. 

Chapter VI illustrates the general journal, posting, 
and again the trial balance and working sheet. Chapter 
VII is called “Adjusting and Closing Entries” but the 
treatment of adjustments is incomplete because only 
merchandise inventories and office supplies are adjusted. 
The Profit and Loss Summary is prepared, the balancing 
and ruling of ledger accounts is well illustrated, and a 
post-closing trial balance is prepared. Chapter VIII 
is on the use of additional accounts as Notes Payable, 


Sales 
Purcl 


accou 
state! 
the ge 
trollir 
the n 
gins. 

Inter 
intere 
accol 


= 

: serve 
for A 
: natin 
book 
trial 
ing d 
of a 
and] 
: ing | 
closi 
and 
T 
3 ous | 
orde 
invo 
cour 
the 
abot 
nal \ 
cash 
sura 
chay 
teris 
and 
of 
mis: 
part 
the 
ther 
( 
cha) 
kin 
and 
liqu 
Aut 
anc 
anc 


Book Reviews 429 


Sales Returns and Allowances, Freight In, Freight Out, 
Purchases Returns and Allowances, additional expense 
accounts and their classification in the profit and loss 
statement. Various books of original entry, other than 
the general journal, are illustrated in Chapter IX. Con- 
trolling accounts and cash discounts are explained in 
the next two chapters and practice set number one be- 
gins. In the next three chapters we find the entries for 
Interest and Discount (including the discounting of 
interest bearing notes), Notes Receivable Discounted 
account, Dishonored Notes, valuation accounts (Re- 
serves for Depreciation and Bad Debts), accounting 
for the disposal of fixed assets, and the adjusting entries 
for Accrued and Deferred Items. 

Chapter XV, The Periodic Summary, is the coérdi- 
nating and summarizing chapter of the first half of the 
book. The procedure followed is: preparation of a first 
trial balance, compiling of all data necessary for adjust- 
ing deferred, accrued, and valuation items; preparation 
of a complete working sheet, preparation of the profit 
and loss statement and the balance sheet from the work- 
ing sheet, recording the adjustments in the journal, 
closing the ledger, preparing a post-closing trial balance 
and then the necessary reversing (re-adjusting) entries. 

The next two chapters illustrate the following: vari- 
ous kinds of vouchers, purchase requisitions, purchase 
orders and invoices, credit memos, sales tickets and 
invoices, bills of lading, monthly statements of ac- 
count, bank papers and negotiable instruments. Under 
the heading of “the routine of recording” we learn 
about the use of the sales register, check register, jour- 
nal voucher register, credit memorandum register, petty 
cash book, notes receivable and payable registers, in- 
surance register and a register of fixed assets. The two 
chapters on partnerships are well explained. The ma- 
terial includes, among other details, the formation of 
and the opening entries for a partnership, the division 
of profits according to six different methods, the ad- 
mission of a new partner, bonus and goodwill when a 
partner is admitted, the dissolution of a partnership, 
the liquidation of a partnership by installments, and 
then practice set number two begins. 

Corporation accounting is divided among three 
chapters. We find an explanation of common stock, 
kinds of preferred stock, no-par value stock, surplus 
and deficit; par value, book value, market value, and 
liquidation value of stocks; changing from a partner- 
ship to a corporation; using the Unissued Capital Stock, 
Authorized Capital Stock, Subscriptions Receivable, 
and Capital Stock Subscribed accounts; premium and 
discount on capital stock; various records peculiar to 
and necessary for corporate accounting; capital surplus; 


earned surplus; corrections for previous periods, entries 
for cash and stock dividends; a statement of surplus; 
entries for treasury stock and donated surplus; long 
term liabilities and the amortization of premium and 
discount; sinking funds and sinking fund reserves; the 
investments of a corporation, and a complete corpora- 
tion balance sheet. 

A working knowledge of a complete voucher system 
is presented in one chapter. The elements of cost 
accounting are presented in three chapters. These chap- 
ters cover general accounting as applied to a manufac- 
turing concern, job-lot accounting with service depart- 
ments, and process accounting. We find perpetual 
inventories, the use of working papers, financial state- 
ments, and capital and revenue charges in a manu- 
facturing concern; and some excellent illustrations 
showing the flow of costs through ledger accounts. 

The concluding seven chapters cover all of the ma- 
terial mentioned in this paragraph: accounting for a 
concern with departments so that gross profit of each 
department may be found; branch house accounting 
according to three possible methods and the prepara- 
tion of financial statments. At the end of this chapter 
practice set number three is given. This set includes 
corporation accounting, departmental accounting in- 
cluding one department which has manufacturing 
operations, and the general use of the voucher system. 
Consolidated financial statements are explained in one 
chapter. Included in the discussion of non-profit or- 
ganizations financial statements for a professional as- 
sociation and a university are given. The accounting 
for creditor control discusses insolvency, bankruptcy, 
statement of affairs and a deficiency statement. The 
chapter on supplementary statements includes the ap- 
plication of funds statement and a cumulative profit 
and loss statement. The analysis of financial statements 
covers comparative balance sheets and profit and loss 
statements with the percentages and also some of the 
important ratios, as current, acid-test, notes receivable 
to accounts receivable, notes payable to accounts pay- 
able, owned capital to borrowed capital, and capital to 
fixed assets. The last chapter is a discussion of account- 
ing its relation to management. Budgetary control and 
auditing are discussed in this chapter. 

Accounting Principles is a good book and should 
be examined and considered by all who are planning a 
change in college texts. A person who has absorbed all 
the practices and principles set forth in this book pos- 
sesses a wide knowledge of business practices and ac- 
counting procedure. 

W. E. Karrensprock 

University of Illinois 
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University oF CALIFORNIA AT Los ANGELES 


A College of Commerce has been established 
at the University of California at Los Angeles 
which is to begin activities in September 1936. 
Professor Howard S. Noble, head of the account- 
ing department and president of the Association 
of University Instructors in Accounting, has been 
appointed dean of the new school. 


UnIversity oF CINCINNATI 


Professor Norwood C. Geis has been elected 
president of the Cincinnati Chapter of the Na- 
tional Association of Cost Accountants for the 
year 1935-36. 

Mr. Ralph Bursiek has been added to the 
accounting staff of the College of Engineering 
and Commerce. 


UNIVERSITY OF DENVER 


Mr. Harvey D. Willson has left the department 
to take a position as head of the department of 
accounting and director of the placement bureau 
at Dakota Wesleyan University, Mitchell, So. 
Dak. 

University oF ILuINoIs 


New assistants in the department are H. E. 
Breen, C. J. Gaa, E. G. Rutherford, and C. P. 
Slater. 

Mr. Walter F. Frese has been appointed assist- 
ant to the chief accountant, Mr. G. E. Lukas 
chief budget officer, and Professor Hiram T. 
Scovill consulting accountant for the Resettle- 
ment Administration of the Federal Government. 

Dr. P. M. Green has been named research ac- 
countant of the Federal Housing Administration, 
Washington, D. C. Professor Lloyd Morey has 
been appointed chief consultant in the financial 
advisory service of the American Council on 
Education. 

The Accountancy Club continues to be the 
most active student organization on the campus. 
Average attendance at its meetings has been 
about 400. 

University oF Iowa 


Hartwell E. Anway, instructor in accounting 
since 1931, has resigned to enter the field of 
public accounting in Michigan. 

Harold B. Eversole, associate professor of ac- 
counting, has been elected vice president of the 
Iowa Society of C.P.A.’s. 


Kansas StaTE COLLEGE oF AGRICULTURE 


Mr. Carl Nelson, last year instructor in ac- 
counting at the University of Kansas and 


UNIVERSITY NOTES 


formerly instructor in accounting at the Uni- 
versity of Minnesota, has taken charge of the 
work in accounting in this department with the 
rank of assistant professor. 


Extension UNIVERSITY 


Mr. Max Killough, C.P.A., has gone to Texas 
to engage in accounting practice. Mr. A. 0. 
Champlin, C.P.A., a graduate of the University 
of Oklahoma, has been added as instructor. 

W. B. Castenholz, dean of the resident school 
in accountancy, is now practicing public account- 
ing under the firm name of W. B. Castenholz & 
Co., the firm of Castenholz and Dittmar having 
been dissolved. 

A new extensive C.P.A. training course is being 
developed. 


UNIVERSITY OF MINNESOTA 


Mr. Judson O. Burnett, instructor in account- 
ing for the past five years and a graduate of Iowa 
State University, has resigned to accept the 
position of assistant professor of accounting at 
Northern Montana College, Havre, Montana. 

Mr. Albert Henwood, M. A. Michigan, who 
has been with the Detroit high schools for 
several years, has been added to the staff as in- 
structor in accounting. 

Mr. R. R. Sevenich, C.P.A., formerly instructor 
in cost accounting and auditing at Marquette 
University and now comptroller of the Farm 
Credit Administration of St. Paul, recently ad- 
dressed the local chapter of Beta Alpha Psi on 
the use of control accounts and tabulating equip- 
ment in the farm credit organizations. 

Mr. H. J. Ostlund, assistant professor of ac- 
counting, in October addressed the meeting of 
the National Wholesale Druggists at Sulphur 
Springs, W.Va., on the topic of uniform account- 
ing. Mr. Ostlund has also prepared a pamphlet on 
Uniform Terminology in the Wholesale Drug 
Trade, which has been published by the Associa- 
tion. 

University or Montana 

Roger Johnston, assistant instructor in ac- 
counting, has left the department to accept a 
position in Washington, D. C. with the Federal 
Government. 


COLLEGE OF THE City or NEw York 


Professor J. R. B. Byers has resigned his posi- 
tion as director of insurance of the Federal Hous- 
ing Administration at Washington, D. C. to re- 
sume his work in the accounting department of 
the College. 
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University Notes 431 


Dr. John J. Neuner, assistant professor of ac- 
counting, taught at the University of North 
Carolina the past summer. Dr. E. I. Fjeld com- 
pleted his work for the doctorate at Columbia in 
October. His thesis “‘Analysis of Financial State- 
ments” will be published soon. 

A course in Building and Loan Accounting 
will be offered this year. 


Onto STATE UNIVERSITY 


Professor H. C. Miller was reelected President 
of the Ohio Society of Certified Public Accountants 
at their recent meeting. 

Professors Heckert and Wilcox appeared on the 
program of the recent regional conference of 
N.A.C.A. chapters at Dayton. 


UNIVERSITY OF PENNSYLVANIA 


One of the sessions of the Pennsylvania In- 
stitute of Certified Public Accountants, held at 
Dorshay, Pa. on June 21 was devoted to the topic 
of Accounting Education and the program was 
arranged by Professor J. Lockwood of the Uni- 
versity of Pennsylvania. Papers on the subject 
were given by W. W. Nissley, C.P.A. New York 
State, R. H. Montgomery of Lybrand, Ross 
Bros., and Montgomery; George A. McFarland, 
University of Pennsylvania; Wilbur G. Collings 
Grove City College; and C. E. Allen, Lehigh 
University. All teachers of accounting in colleges 
and universities in Pennsylvania were invited to 
attend. A University and College Contact Com- 
mittee, appointed last year, was continued. 


PRINCETON UNIVERSITY 


Dr. Frank DeByver, instructor in accounting, 
has gone to Duke University, and Dr. E. D. 
Hawkins to Mount Holyoke College. 

Edward S. Lynch and John P. Miller, both 
M.A.’s from Harvard University Graduate 


School, have been appointed instructors in the 
department. 


UNIVERSITY OF SOUTHERN CALIFORNIA 


Professor H. D. Campbell of this department 
exchanged summer session teaching with Pro- 
fessor Albert J. Barlow of the University of 
Virginia. 

A new two unit course in Accounting History 
and Theory has been added and also a three unit 
graduate course in Advanced Cost Problems. 


University or TENNESSEE 


Mr. J. D. Goeltz, from the Morris County 
Junior College, Morristown, N. J., has been added 
to the staff as instructor in accounting. 


UnIversity or TEXAS 


Dr. James C. Dolley has been promoted to the 
rank of associate professor and Mr. L. C. Haynes 
to assistant professor of business administration. 

Mr. C. Aubrey Smith, associate professor of 
accounting, has returned to the department after 
a year’s absence during which he served as ac- 
counting analyst in the examination division of 
the Securities and Exchange Commission at 
Washington, D.C. 

Dr. John R. Stockton, who has been statistician 
with the Meredith Publishing Company at Des 
Moines, Iowa, has been appointed assistant pro- 
fessor of business administration in this depart- 
ment. Mr. Fladger F. Tannery, and Mr. Robert 
A. White have been made instructors. 


UNIVERSITY OF VERMONT 
Professor L. L. Briggs is publishing the Ac- 
countants’ Digest which has now been subscribed 
to by several thousand accountants in the United 
States, Canada, and England. 
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American Association of University Instructors 
In Accounting 


Program of the 


Twentieth Annual Convention 
Commodore Hotel, New York City 


Friday, December 27, 1935 
Morning Session—9:30 a.m. 
GENERAL Topic: AccouNTING THEORY 
CHAIRMAN: George O. May Price, Waterhouse & Co. 
Papers: William Morse Cole, Harvard University, What Do We Mean By Cost 
A. C, Littleton, University of Illinois, Changing Theories of Income 


H. R. Hatfield, University of California, Theories of Depreciation 
W. A. Paton, University of Michigan, The Valuation of a Business Enterprise 


Afternoon Session—1:30 p.m. 


CHAIRMAN: Harvey G. Meyer, First vice-president A.A.U.LA. 
Papers: Roy B. Kester, Columbia University, Education for Professional Accounting 
StanLtey B. Howarp, Princeton University, Accounting Instruction in the Liberal Arts 
Curriculum 
Ira N. Frisbee, University of California at Los Angeles, Accounting for Income of Munici- 
palities 
C. Rufus Rorem, Hospital Accounting 


Annual Dinner—7:00 p.m. 


Honorine 18 Past Preswents. (All except two have agreed to attend.) 
Chairman of Dinner Committee: Arthur H. Rosenkampff, New York University. 
Toastmaster: John R. Wildman (First President A.A.U.I.A.) 
Appressgs: H. T. Scovill, University of Illinois 
John T. Madden, New York University 
J. O. McKinsey, University of Chicago 
H. R. Hatfield, University of California 


Saturday, December 28, 1935 
Morning Session—9:30 a.m. 
GENERAL Topic: Joint meeting with Association of Teachers of Business Law 
Co-CHAIRMEN: Nathan Isaacs, Harvard University—A.T.B.L. 
F. H. Elwell, University of Wisconsin—A.A.U.I.A. 
Papers: Thomas H. Sanders, Harvard University, Influence of the Securities & Exchange Com- 
mission on Accounting Principles 


David A. Buckley, Tax Litigation Before the Tax Unit in Washington, Discussion by 
James L. Dohr 


Paul M. Green, University of Illinois, Some Problems in Government Accounting 
M. T. Carey, University of Pennsylvania 


Afternoon Session—2:00 p.m. 
GENERAL Topic: Business Meeting 
Reports of Regular Committees 
Reports of Special Committees 
Unfinished Business 
Election of Officers 
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Principles of Accounting 


By Georce R. Huspanp and E. THomas 
x -+ 801 pages. 
Practice Set No. 1 Practice Set No. 11 $1.80 the set 
The features of this new book which appeal strongly to college teachers of accounting 
are (1) its effective balance between theory and practice; (2) its constant attention 
to the student's point of view; (3) its numerous complete illustrations; (4) its in- 
clusion of the necessary discussion of law, finance, and general economic background ; 
(5) its abundance of solvable and practical problems; (6) its comprehensiveness, 
covering, as it does, as much material as any other text in the field. 


Among the universities that have ordered the book this fall are— 


YALE UNIVERSITY UNIVERSITY OF BUFFALO 
BROWN UNIVERSITY OHIO WESLEYAN UNIVERSITY 
BUCKNELL UNIVERSITY DENISON UNIVERSITY 
UNIVERSITY OF ALBERTA UNIVERSITY OF MARYLAND 
CATHOLIC UNIVERSITY WAYNE UNIVERSITY 


Houghton Mifflin Company 


Boston New York Chicago Atlanta Dallas San Francisco 


@ A copy of Bibliography of Works on Accounting by American 


Authors, Vol. II, should be in every accountant’s library. It covers the period 
from January 1, 1901, to January 1, 1935. (408 pages.) / It enables you to find 
out readily what has been written on Auditing, Cost Accounting, and Systems 
for the various kinds of businesses. You cannot afford to be without it. / Would 
you like to have a copy sent to you on approval? Price $4.50 postage prepaid. 
If you see it you will want it. / Vol. I covers the 19th century. Price $3.50. / 
The two volumes for $7.50. / It required four years to compile these two 
volumes. The authors — H. C. Bentley, C. P. A., and Ruth S. Leonard, S. B. 


your order to BENTLEY, 021 LBoylston Street 
BOSTON, MASSACHUSETTS 
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A Midyear Review 


of 
DEPENDABLE TEXTBOOKS 


CONSTRUCTIVE ACCOUNTING 


In 32 clear, perfectly coordinated chapters, well supported by actual practice work, the 
student is taught to reason in solving his accounting problems. He learns the principles 
through analysis . . . and the application through practice sets, problems and theory work. 
More important still, a high level of interest and spirit is developed in the work. 


FEDERAL INCOME TAX ACCOUNTING (1935 Law) 


Revised to comply with the latest changes in the law. Issued in looseleaf form to allow 
changes without additional cost to the instructor or student. Every point pertaining to 
the current Federal Revenue Act has been treated, making it an intensive course in income 
tax accounting. 


C.P.A. EXAMINATION COACHING COURSE (Revised 1935) 


Contains ample material for an intensive training in solving accounting problems, and in 
answering theory questions in advanced accounting. It provides a thorough review of 
auditing, business law, and the preparation of all standard forms of statements. Complete 
preparation for C.P.A., P.A. and American Institute examinations. 


OTHER WALTON PUBLICATIONS 


ADVANCED ACCOUNTING I (New) Cost ACCOUNTING 
ADVANCED ACCOUNTING II (Revised) OFFICE PROCEDURE AND PRACTICE 
MATHEMATICS OF ACCOUNTING AND Business LAw SERIES 

FINANCE ELEMENTS OF BUSINEss LAW 


WALTON PUBLISHING COMPANY 
338 South Michigan Avenue, Chicago 


WALTON PUBLISHING COMPANY 
338 South Michigan Avenue, Chicago 


Send me for ninety days’ free examination the texts checked: 


( ) Constructive Accounting ( ) Cost Accounting 

( ) Federal Income Tax Accounting ( ) Office Procedure and Practice 

) Examination Coaching Course ) Business Law Series 

( ) Advanced Accounting I (New) ( ) Elements of Business Law 

( ) Advanced Accounting II (Revised) (_ ) Mathematics of Accounting and Finance 
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Reviewed in this Issue! 


THE NATURE OF DIVIDENDS 


By 


GasriEL A. D. PREINREICH, Ph.D. 
Certified Public Accountant (N.Y.) 


Public Accountants who saw the book before publication were very favorably 
impressed by the Author’s success in developing a unified theory applicable 
to all forms of corporate distribution. 


The following chapter headings suggest the scope of the book: 


I. The Investor’s Capital 
II. What is Income? 
III. Dividends in cash, Property and Evidences of Indebtedness 
IV. Stock Dividends 
V. Stock Dividends (Cont.) 
VI. Stock Rights 
VII. Warrants 
VIII. Regulation versus Education 


IX. Distributions in Feduciary Accounting 
Mathematical Appendix 


Contains 25 charts and diagrams illustrating the application of the principles 
enunciated. Comprehensive list of references, and a carefully prepared index. 


238 pages, 6 x 9, Attractively bound in blue cloth. 
Price, $2.50 Postpaid. 


American Association of University Instructors in Accounting 
214 Commerce Building 

University of Illinois 

Urbana, Il. 


For the enclosed remittance of $........ kindly send me —— copies of THE NATURE OF 
DIVIDENDS. It is understood that the full purchase price will be refunded, if the books 
are returned in good condition within ten days of their receipt. 
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McGraw-Hill Announces 


the new second edition of 


HANSON’S 


PROBLEMS IN AUDITING 


By ARTHUR WARREN HANSON 
Professor of Accounting, Graduate School of Business Administration, Harvard University 


Harvard Problem Books. 556 pages, 6x9. $5.00 


Taken from actual experiences, these cases are intended to familiarize the student with the various 
types of problems which confront the public accountant. Three cases were selected to illustrate 
different kinds of business, and although emphasis is placed upon the balance sheet audit, sufficient 
problem material is furnished for an adequate consideration of the detailed audit. Besides bringing 
the existing material up to date to cover current changes in the work of the public accountant, the 
author has added seventy-one new cases. 
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35 colleges and universities 


have adopted 


INTERMEDIATE ACCOUNTING 


By Jacos B. TAYLOR 
Professor of Accounting and Chairman of the Department of Accounting, Ohio State University 


and HERMANN C. MILLER 
Associate Professor of Accounting, Ohio State University 


McGraw-HILL ACCOUNTING SERIES—F. H. ELWELL, Consulting Editor 
Volume I. 409 pages, $3.00 Volume II. 476 pages, $3.50 


This successful two-volume textbook has been adopted by thirty-five educational institutions. The 
following partial list is representative: 


Boston University Ohio State University 

University of Chicago Ohio University 

University of Cincinnati University of Southern California 
University of Colorado University of Toledo 

University of Florida University of Virginia 

Michigan State College University of Washington 
University of Minnesota University of Western Ontario 
University of Nevada University of Wisconsin 


University of North Carolina 


Send for copies on approval 


McGRAW-HILL BOOK COMPANY, INC. 


330 West 42nd Street New York, N.Y. 
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New Revised Edztion Quickly Adopted 


Cost Accounting 


PRINCIPLES AND PRACTICE 


Adoptions to Date: 


University of California, University 
of California at Los Angeles, Univer- 
sity of Southern California, University 
of Chicago, Heald College, Los Angeles 
Junior College, George Washington 
University, Chicago Municipal Junior 
Colleges, University of Iowa, Univer- 
sity of Wichita, Louisville Institute of 
Technology, Boston University, North- 
eastern University, University of De- 
troit, University of Minnesota, Wash- 
ington University, Montana State Col- 
lege, University of New Hampshire, 
New York State College, Syracuse Uni- 
versity, University of North Carolina, 
North Dakota State School of Science, 
University of Akron, Fenn College, John 
Huntington Polytechnic Institute, Uni- 
versity of Tulsa, Duquesne University, 
Gettysburg College, Pennsylvania State 
College, Providence College, Rhode Is- 
land State College, Southern Methodist 
University, William and Mary College, 
Marquette University, Queen's Univer- 
sity, University of Hawaii. 


A Practical New College Text 


By James L. Dohr, Associate Professor of Accounting ; Howell 
A. Inghram, Instructor in Accounting; and Andrew L. Love, 
of the Accounting Staff, School of Business, all of Columbia 
University. 
Revised Edition, Pr re 83 Charts and Forms, $4.00 
Problem Book, 1 Problems, 280 Questions, $1.00 
Text and jook, $4.50. Practice Paper, $ .90 
Corporation Set, $1.50 
37 COLLEGES have already adopted this new textbook. At- 
tractive features are as follows: 


—Embodies the latest ideas in cost accounting practice. An- 
ticipates the further extension of cost principles to other ac- 
tivities of business besides production. Gives concepts which 
will be useful in handling any new developments in practice 
in the next few years. 

—Simplified treatment. Suggests better terminology, and clari- 
fies older confusions. 

—Complete. Covers ordinary “job order” and “‘process’’ costs, 
and today’s special cost problems. Includes chapters on stand- 
ard costs, its budgeting tie-up, and associative cost accounting. 


From the Journal of Accountancy—‘It is a good book on three 
counts: its style, its arrangement, and its contents. . . The style 
is remarkably lucid and the explanations given are complete. e 
technicalities have been submerg: . The arrangement is excellent. 
... The contents are comprehensive.’ » 


ACCOUNTING PROCEDURE FOR 


STANDARD COSTS 


By Cecil Merle Gillespie 


Assistant Professor of Accounting, Northwestern University 


T™ first textbook on this subject specially 


planned for college classes. 


Explains difference in systems due to funda- 
mental difference in anticipated use. Gives a sur- 


The only textbook to explain all three funda- vey of entire procedure: setting standards in 


mental methods of operating standard costs. 


factory, shop and sales office; checking actual 


Follows the famous Northwestern Univer- against standard costs; operating the accounts; 


sity “unit lecture method.’ Offers 15 systematic, 
graded lectures. 5 actual case illustrations show 
the working of methods, solutions of standard 
cost problems in setting the selling price, in in- 
ventory valuation, and measurement of factory 
and sales department performances. 


preparing reports; and problems arising in ac- 
tual practice. Practice problems apply standard 
cost principles to various industries. 


Lecture Notes with Binder, $5.00 
167 Illustrations, 21 Practice Problems 


Examination copies of these books sent to instructors on request. 


The Ronald Press Company, Publishers 


15 East 26th Street, New York, N.Y. 
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The HOW and WHY 


of Modern 
Machine Accounting 


10 separate sections 


442 pages. Price $4.50 


Here is the most detailed and authoritative treatise on the punched card 
method of obtaining accurate accounting and statistical data ever published. 
This volume contains valuable information concerning Alphabetic Indexing, 
Preparation of Statistical Tables, Multiple Correlation, Accounting Records, 
Budgetary Control and many other subjects. It is profusely illustrated with 
actual card forms and reports, and shows charts and various types of coding 
tables. 


A FEW OF THE MANY WELL-KNOWN CONTRIBUTORS: 


HALBERT L. DUNN, University of Minnesota 
TRUMAN L. KELLy, Harvard University 

E. F. LinpQuisT, University of Iowa 

Lewis M. TERMAN, Stanford University 
HERBERT A. Toops, Ohio State University 
BEN D. Woop, Columbia University 


SOME TYPICAL COMMENTS 


“It is possible with this kind of device to do incredibly large statistical jobs within 
very short periods of time.” Malcolm G. Preston in the Wharton Review. 


“Many possibilities of tabulating equipment . . . strikingly illustrated . . . innumer- 
able possible applications suggested.” Governmental Research Bulletin 


“|. . for research departments, for executive offices, for the registrar's office, the 
volume is indispensable.” Kadel pian Review 


COLUMBIA UNIVERSITY PRESS 


Box A661 2960 Broadway New York, N.Y. 
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THE AMERICAN ASSOCIATION OF 
UNIVERSITY INSTRUCTORS IN ACCOUNTING 


Committees- 1935 


Executive Committee— 


Howarp S. Nosuz, President 

Harvey G. Meyer, First Vice-President 
Jacos B. Taytor, Second Vice-President 
W. Third Vice-President 
F. Scuuatter, Secretary-Treasurer 
Eric L. Konter, Editor 

Howakgp C. Gresr, Past President 

H. Newxove, Past President 
James L. Dour, Past President 


Constitution and By-Laws—Wiuia A. Patony Chairman 
Membership—Harvey G. Mryer, Chairman 

Research—Joun R. WILDMAN 

Exchange of Teaching Material—Jacos B. Tayior, Chairman 
Governmental Accounting—FayettTs H. 

Committee on Terminology—Howarp C. GREER 
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